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The following releases relate to self-regulatory 
organization rule proposals and/or adoptions. 


34-15574 
34-15570 PROMOTION OF THE RELIABILITY 
OF FINANCIAL INFORMATION AND 
PREVENTION OF THE CONCEAL- 
MENT OF QUESTIONABLE OR IL- 
LEGAL CORPORATE PAYMENTS AND 
PRACTICES 

34-15571 WITHDRAWAL OF PROPOSED RULES 
13b-1 and 13b-2 AS A RESULT OF 
THE ENACTMENT OF THE FOREIGN 
CORRUPT PRACTICES ACT OF 1977. 





OPINIONS 





SIGNIFICANT ITEMS 
ANNOUNCEMENTS 








33-6027 Supplement to Commission’s release 
which amended management re- 
muneration disclosure requirements 
of Item 4 of Regulation S-K, in order 
to provide further guidance to regis- 
trants 








34-15576 MERICKA & CO., INC.—JAMES R. 


MERICKA 


Where member firm of national securi- 
ties exchange failed to comply with 
net capital and reporting provisions, 
and firm’s president failed to effect 
firm’s compliance with exchange’s 
net capital requirements, held, ex- 
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change’s findings of violation sus- 
tained, and sanctions affirmed in light 
of applicants’ continuous history of 
misconduct 
34-15577. MILTON M. STAR d/b/a MILTON 
M. STAR AGENCY 


Where member of registered securi- 
ties association interposed his wife’s 
account between his customers and 
the best available market; violated 
Regulation T; and unlawfully sold 
unregistered securities, held, associ- 
ation’s findings of violation sustained, 
and sanctions imposed affirmed. 
IC-10595 M. KIMELMAN & COMPANY 
Where broker-dealer, whose limited 
partner was an affiliated person of an 
affiliated corporation of an investment 
company, sought an exemption from 
Section 17(e) of the Investment Com- 
pany Act with respect to a finder’s fee 
that corporation had agreed to pay 
because broker-dealer had brought a 
merger candidate to its attention; and 
where broker-dealer subsequently 
moved to dismiss the proceedings on 
the ground that Section 17(e) was 
inapplicable to the transaction at 
issue, held, proceedings dismissed, 
since Section 17(e) did not prohibit 
receipt of the proposed fee 














SECURITIES ACT OF 1933 





SECURITIES ACT OF 1933 
Release No. 6026/February 16, 1979 


In the Matter of 


RETIREMENT PLAN FOR LEGAL AND OTHER 
PERSONNEL OF CAHILL, GORDON AND REINDEL 
80 Pine Street 

New York, New York 10005 


(18-24) 


ORDER PURSUANT TO SECTION 3(a)(2) OF THE 
SECURITIES ACT OF 1933 EXEMPTING FROM THE 
PROVISIONS OF SECTION 5 OF THE ACT 
INTERESTS OR PARTICIPATIONS IN THE CAHILL, 
GORDON & REINDEL RETIREMENT PLAN 
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Cahill, Gordon & Reindel (“Applicant”), a law firm or- 
ganized as a partnership under the laws of the State of 
New York, filed an application on April 25, 1978, for 
an exemption from the registration requirements of 
the Securities Act of 1933 (“Act”) for interests or 
participations issued in connection with the 
Retirement Plan for Legal and other Personnel 
(“Plan”). 


On January 10, 1979, a notice was issued (Securities 
Act Release No. 6013) of the filing of hte application. 
The notice gave interested persons an opportunity to 
request a hearing and stated that an order disposing 
of the application would be issued as of course unless 
a hearing should be ordered. No request for a hearing 
has been filed, and the Commission had not ordered a 
hearing. 


The matter has been considered and it is found that 
the granting of the application is appropriate in the 
public interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Sections 3(a)(2) of the 
Act, that interests or participations issued in 
connection with the Plan shall not be subject to the 
requirements of Section 5 of the Act, effective 
forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES ACT OF 1933 
Release No. 6027/February 22, 1979 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 15578/February 22, 1979 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10597/February 22, 1979 


Disclosure of Management Remuneration 
AGENCY: Securities and Exchange Commission. 
ACTION: 


Interpretation of rules. 


SUMMARY: This release supplements the Commis- 
sion’s release which amended the management re- 


~ 





muneration disclosure requirements of Item 4 of 
Regulation S-K, Securities Act Release No. 6003, 
December 4, 1978, 43 FR 58181, in order to provide 
further guidance to registrants. The Commission has 
authorized the Division of Corporation Finance to 
issue its interpretive views regarding certain aspects 
of the newly adopted amendments to the management 
remuneration disclosure requirements, in response to 
two letters of inquiry from interested persons. 

DATE: February 22, 1979. 

FOR FURTHER INFORMATION CONTACT: Regis- 
trants with specific remuneration questions should 
contact the staff members directly responsible for re- 
viewing the documents they file with the Commission. 
General questions may be directed to Steven J. 
Paggioli at (202)376-8090, Mary A. Binno at 
(202)376-8090, or Joseph G. Connolly, Jr. at 
(202)755-1456. 


SUPPLEMENTARY INFORMATION: The Commis- 
sion hereby issues Securities Act Release No. 
(33-6027), 34-15578, IC-10597), Parts 231, 241, and 271 
of Title 17, Chapter Il of the Code of Federal 
Regulations as given below. 


Disclosure of Management Remuneration 


On December 4, 1978, the Commission adopted 
amendments to the management remuneration dis- 
closure requirements of Regulation S-K Item 4 (17 
CFR 229.20.4), Securities Act Release No. 6003, 43 
FR 58181. Under the new amendments, Item 4(a) of 
the Regulation requires individual disclosure of the 
remuneration of the five most highly compensated ex- 
ecutive officers or directors of the registrant whose 
total cash and cash-equivalent remuneration (required 
to be disclosed in Columns C-1 and C-2 of the re- 
muneration table under Item 4(a)) exceeds $50,000. 


Under new Item 4(a) the remuneration table is to 
include remuneration for certain specified persons 
and groups for services in all capacities to the 
registrant and its subsidiaries during the registrant’s 
last fiscal year or, in specified instances, certain prior 
fiscal years. In this regard, Instruction 2 to Item 4(a) 
indicates that “Column C shall also include any 
amount actually distributed in the latest fiscal year 
which relates to services rendered in a prior fiscal 
year, less any amount relating to the same contract, 
agreement, plan or arrangement previously included 
in the remuneration table for a prior fiscal year.” 


With regard to the treatment of pension or retirement 
plans under the new rules, Instruction 3(a)(i) to Item 
4(a) requires that the amount expensed for financial 
reporting purposes by the registrant and its 


subsidiaries for the year representing the contribu- 
tion, payment, or accrual for the account of the 
persons or groups specified in Item 4(a) is to be 
included in Column D if the distribution of such 
remuneration or the unconditional vesting or 
measurement of benefits thereunder is subject to 
future events. In the case of defined benefit or 
actuarial plans, such amounts may be excluded from 
the remuneration table under Instruction 3(a)(ii) 
provided that a footnote is included disclosing this 
exclusion of amounts, indicating the percentage 
which the aggregate contributions to the plan bears 
to the total covered remuneration of plan participants, 
and briefly describing the remuneration covered by the 
plan. In turn, Item 4(b) requires that, with respect to 
amounts so excluded under Instructions 3(a)(i) and (ii) 
a separate table is to be included showing the esti- 
mated annual benefits payable upon retirement to 
persons in specified remuneration and years-of-service 
classifications. 


The Division of Corporation Finance has received two 
letters from interested persons requesting its interpre- 
tive views regarding the above described provisions of 
Regulation S-K Item 4. Because the questions raised 
are among those most commonly received by the staff 
of the Division, the Commission — has authorized the 
Division to issue its interpretive responses in this 
release, in order to provide further guidance3 to 


registrants. The facts giving rise to the interpretive 
questions and the Division’s responses are set forth in 
the following letters: 


Dear Mr. X: 


lam responding to your letter of January 12, 1979 in 
which you requested clarification of certain matters 
pertaining to the management remuneration dis- 
closure requirements of Regulation S-K Item 4, as 
amended by Securities Act Release No. 6003, 
December 4, 1978. 


Remuneration Table 


Item 4(a) of Regulation S-K requires tabular disclosure 
of total aggregate remuneration for the five most 
highly compensated executive officers or directors of 
reporting entities, naming such persons, and for all 
officers and directors as a group (the “Remuneration 
Table”). Also, Instruction 2 to Item 4(a) of Regulation 
S-K provides for the inclusion in Column C1 of all 
salaries and fees paid with respect to services 
rendered during the registrant’s last fiscal year and 
the inclusion in Column C2 of other cash or 
cash-equivalent amounts. 


You indicate that many United States corporations 
which have operations abroad provide for substantial 
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sums to be paid to employees who, for the 
convenience of the corporation, are based in areas 
outside the United States. Such amounts take the 
form of cost of living allowances, foreign tax 
reimbursement for taxes paid which exceed taxes that 
would be payable under United States tax regulations, 
educational assistance allowances, home leave reim- 
bursement allowances, relocation expenses, and 
foreign currency exchange adjustments. 


Since the sum of these amounts may be substantial in 
some cases, certain individuals receiving these items, 
whose responsibility relates solely to managing 
operations in certain geographic areas, might be 
ranked among the five most highly compensated 
executive officers or directors.' In your view, this 
approach might result in a particular executive officer 
not being individually named in the table without 
appropriate consideration of the unnamed person’s 
actual position in the corporate structure. 


Accordingly, you have requested confirmation that the 
items listed above and similar items designed only to 
reimburse individuals for additional costs that must 
be borne as a result of living in an area outside of the 
United States2 may be excluded in determining the five 
most highly compensated executive officers or 
directors of an entity or in reporting aggregate 
remuneration of officers and directors as a group. 


Generally, the determination of which members of 
management comprise the five most highly 
compensated executive officers or directors under 





1 Instruction 1(a) to Item 4(a) defines an “executive 
officer” of a person as: 


. .its president, secretary, treasurer, any 
vice president in charge of a principal 
business unit, division or function (such as 
sales, administration or finance), and any 
other person who performs similar policy- 
making functions. 


As an example, it may be assumed that the registrant 
has properly reached the determination that ten 
persons might be categorized as directors or 
“executive officers” within the above definition; the 
issue raised in your letter concerns the next 
determination which is to identify who among those 
ten are the five most highly remunerated. 


2 Your letter characterizes the amounts sought to be 
excluded as payments “designed merely to equalize 
the ‘real’ pay of the individual without distortion for 
higher taxes, living expenses, etc.” 
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Regulation S-K Item 4(a), and thus are required to be 
named in the Remuneration Table, is factual and 
circumstantial in nature. For example, the Division is * 
aware that due to the nature of the items of remunera- 
tion to be included in Columns C-1 and C-2, the 
inclusion of an amount representing the grant of an 
unusually large bonus or realization of a large gain on 
the exercise of an option or other arrangement by a 
lower level executive officer may result in the person’s 
inclusion among the top five individuals. A corollary 
result is the possible omission from the Remuneration 
Table of individual information on a key policy-making 
executive officer with substantially greater responsi- 
bility for the overall operations of the entity. 


In this regard, the Division is of the view that 
management should exercise a measure of flexibility 
in determining which individuals should be named in 
the Remuneration Table in order to avoid such 
anomalous results and to assure that disclosure 
documents contain information on key policy making 
members of management. In such cases, the Division 
believes that registrants properly may determine not 
to name a particular individual in the Remuneration 
Table when such person otherwise might nominally be 
one of the five most highly remunerated executive 
officers or directors. The types of matters a registrant 
should consider in exercising its discretion not to so 
name a person include: (a) the distribution or accrual 
of an unusually large amount (such as a bonus, 
commission, or the spread on an option), otherwise 
required to be reflected in Column C1 or C2, which 
has not been part of a recurring arrangement and is 
unlikely to continue under the terms of the plan or any 
similar plan; and (b) the distribution or accrual of 
amounts relating to overseas assignments which may 
be attributed predominantly to such assignments. 
However, a registrant should not apply the above 
Standards mechanically; consideration should be 
given to the question of whether a person’s level of 
executive responsibilities, viewed in conjunction with 
his or her actual level of remuneration, would give rise 
to a conclusion that he or she may be among the five 
most highly compensated, key policy-making 
exectuve officers or directors. 


While the criteria set forth in the preceding paragraph 
may be used to determine which of the executive of- 
ficers or directors shall be named in the table, the 
Division does not agree that the same standards 
should be used as a basis for deleting such amounts 
from the Remuneration Table. Thus, while the above 
standards might allow a particular person not to be 
one of those individually named, if such person is 
included as a member of the group, all relevant 
amounts should be reflected in the table with no 
exclusions based on the above standards. Moreover, if 
a person is named in the table, the full amount of that 
person’s remuneration should be included in the 





Remuneration Table in accord with the instructions of 
Item 4(a). It is, of course, permissible to provide 
further disclosure designed to indicate amounts which 
merely equalize the pay of certain persons based on 
overseas assignments; see instruction 5 to Item 4(a). 


If the registrant does use the above criteria as a basis 
for not naming an individual in the Remuneration 
Table, the Division requests that the registrant so 
advise the staff in its transmittal letter and describe 
briefly the nature and amounts which were not 
included in determining who should be named. 


Defined Benefit or Similar Pension Plans 


You have also inquired as to the method of disclosing 
amounts relating to a defined benefit plan, or similar 
pension plan. Since many pension plans _ involve 
arrangements in which the “distribution of such 
(pension) remuneration or the unconditional vesting 
or measurement of benefits thereunder is subject to 
future events,” the instructions which specifically 
address such plans appear in the rules as instructions 
to Column D.3 However, it should be noted that 
certain defined or similar actuarial plans may involve 
arrangements to which the above condition does not 
apply and, instead, there is accrued or distributed for 
the account of the participant a cash or 
cash-equivalent amount. In the latter situation, 
Instruction 2, which pertains to Column C, would 
govern and the relevant amount reflecting the 
contribution for the year should be included in 
Column C2. 


The above statements address those situations in 
which an amount pertaining to a pension plan is 
included in the Remuneration Table. However, you 
have also inquired as to the manner of disclosure 
concerning those plans for which such amounts are 
not reflected in the Remuneration Table. Instruction 
3(a)(i) states that in the case of a defined benefit or 
actuarial plan, if the “amount of the contribution, 
payment or accrual in respect of a specified person is 
not and cannot readily be separately or individually 
calculated by the regular actuaries for the plan’4 then 
such amounts may be omitted from the Remuneration 
Table provided a footnote is included disclosing that 





3 Column D is captioned “aggregate of contingent 
forms of remuneration,” and the instruction which 
describes defined benefit plans is Instruction 3(a). 


4 in the Division’s view, this exclusion may be relied 
upon even though the plan in question has no regular 
actuary. 


such amounts have been excluded, indicating the 
percentage which the aggregate contributions to the 
plan bears to the total covered remuneration of the 
plan participants, and briefly describing the 
remuneration covered by the plan. 


lf amounts are excluded from the table pursuant to 
Instruction 3(a)(i) and described in the footnote called 
for by Instruction 3(a)(ii), Item 4(b) requires that a 
separate pension plan table be included showing the 
estimated annual benefits payable upon retirement to 
persons in specified remuneration and years-of-service 
classifications. The pension plan table is required 
only when amounts are excluded from the 
Remuneration Table pursuant to Instructions 3(a)(i) 
and (ii) to Item 4(a) and need not include information 
with respect to specific individuals named in the Re- 
muneration Table. 


| hope that this information is responsive to your 
questions. 


Dear Mr. X: 


In your letters dated January 3, 1979, and February 1, 
1979 you requested our interpretation of several mat- 
ters regarding the disclosure of management remuner- 
ation (Item 4, Regulation S-K). Your letter states that 
during the Company’s last fiscal year an executive 
officer of the Company retired and, while terminating 
his services as employee and officer, is continuing to 
serve as a Director (the “Director’). 


The Company for a number of years has maintained a 
Retirement Plan and a Savings Plan, and the Director 
in question has been a participant thereunder since 
the plans’ inception. In prior years, the Retirement 
Plan was funded by Company and employee 
contributions; presently the plan is funded exclusively 
by Company contributions. With respect to the 
Savings Plan, employees may contribute a percentage 
of their base salary to any one or a number of the 
funds provided by the plan, and these contributions are . 
matched by the Company. In the past proxy state- 
ments, the Company has disclosed for the Retirement 
Plan the estimated annual benefits on retirement for 
the Director in question assuming continued 
employment at his then-existing salary level until 
normal retirement date. As to the Savings Plan, prior 
proxy statements have disclosed the amount 
contributed by the Company to the account of the 
Director for the specific fiscai year, as well as the 
aggregate contributions made to the Director’s 
account since the inception of the Savings Plan. 


On retirement in 1978, the Director elected to take 
lump sum payments pursuant to special provisions of 
both the Retirement and Savings Plans. The amount 
of the lump sum payment under the Retirement Plan 
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was actuarially computed and represented the current 
value of the normal retirement benefits under this 
plan. On the other hand, the lump sum payment 
distributed pursuant to the Savings Plan represented 
the net asset balance comprised of contributions 
made by both the Director and the registrant, as well 
as income and gains which had accrued during 
prior years. The lump sum payments were not 
distributed directly from Company funds, but rather 
were payments from the trust funds established under 
each plan and administered by the bank which served 
as independent trustee. 


Relevant Provisions of New Rules 


Under new Item 4(a), a registrant is required to 
furnish a remuneration table (the “Remuneration 
Table”) disclosing remuneration for certain specified 
“persons and groups for services in all capacities to 
the registrant and its subsidiaries, during the 
registrant’s last fiscal year, or in specified instances, 
certain prior fiscal years.” (Emphasis added.) 
Moreover, Instruction 2 to Column C2 provides in 
pertinent part: 


Column C shall also include any amount 
actually distributed in the latest fiscal year 
which relates to services rendered in a prior 
fiscal year, less any amount relating to the 
same contract, agreement, plan, or 
arrangement previously included in the re- 
muneration table for a prior fiscal year. 
(Emphasis added.) 


Instructions 3(a)(i) and (ii) state that in the case of a 
defined benefit or actuarial plan, if the “amount of the 
contribution, payment or accrual in respect of a 
specified person is not and cannot readily be 
separately or individually calculated by the regular 
actuaries for the plan” then such amounts may be 
omitted from the Remuneration Table provided a 
footnote is included disclosing that such amounts 
have been excluded, indicating the percentage which 
the aggregate contributions to the plan bears to the 
total covered remuneration of plan participants, and 
briefly describing the remuneration covered by the 
plan. 


If amounts are so excluded from the Remuneration 
Tabie, item 4(b) requires that a separate table (the 
“Pension Plan Table”) be included showing the 
estimated annual benefits payable upon retirement to 
persons in specified remuneration and years-of-ser- 
vice classifications. The Pension Plan Table is 
required only when amounts are excluded from the 
Remuneration Table pursuant to Instructions 3(a)(i) 
and (ii) to Item 4(a). 
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The Retirement Plan 


Based on the statement in your letters, it appears the q 


Retirement Plan would be regarded as a defined 
benefit plan and, as outlined above, amounts relating 
to contributions to the Retirement Plan may be 
omitted from the Remuneration Table, provided a 
footnote to the table reflects the percentage described 
above. In this situation, the Pension Plan Table 
should also be provided pursuant to Item 4(b).1 


Based on the information submitted in your letter, the 
Division will not object if the retirement benefits 
distributed from the Retirement Plan to the Director 
are not included in the Remuneration Table. The new 
rules, as well as the old, recognize that as to defined 
benefit and similar actuarial plans the contributions 
cannot be allocated for the account of a particular 
person. The Division believes that this concept may be 
applied to distributions, regardless of whether the 
distribution is in a lump sum or periodic installment, 
since distributions from such plans also present 
problems in separating company contributions from 
portfolio performance, employee contributions, or 
actuarial adjustments. 


The Savings Plan 


The criteria governing disclosure related to the 
Savings Plan differ between contributions and 
distributions. With respect to contributions, the 
current rules require that Company contributions 
made, accrued, or expensed during the latest year be 
included in the Remuneration Table in Column C2 if 
the amounts are vested, or in Column D if the 
amounts are contingent; it is a factual determination 
as to the appropriate column in which the amount 
should be included.2 Of course, only amounts 
contributed by the Company should be so included 
since the amounts shown in the Remuneration Table 
for salaries should be net of employee contributions 
to the plan. 





1 Although it is no longer required that an individual’s 
estimated annual benefits upon retirement be 
disclosed, no objection would be made if such 
estimates also are disclosed. 


2 Instruction 3 to Item 4(a) relating to Column D 


states that this column is intended to include 
amounts “if the distribution of such remuneration or 
the unconditional vesting or measurement of benefits 
thereunder is subject to future events.” On the other 
hand, Column C is intended to encompass all cash 
and cash-equivalent forms of remuneration. 


¢ 





As to distributions from the Savings Plan, the 
appropriate disclosure for 1978 and subsequent years 
depends, in part, on the manner in which 
contributions to the plan have previously been 
disclosed. As noted above, the Company’s proxy 
statements for years prior to 1978 disclosed, as to the 
Director, the Company’s current annual contributions 
to the plan, and the aggregate of all previous 
contributions for his account. 


Generally, the instructions to Item 4(a) require 
distributions from a plan similar to the Savings Plan 
to be included in the Remuneration Table, and to be 
reflected in Column C, since no future contingencies 
as to amount or vestng exist. However, Instruction 2 
to Item 4(a) permits the registrant to exclude from the 
Remuneration Table amounts relating to the same 
plan previously included in the table for a prior fiscal 
year. In the Division’s view, the concept embodied in 
Instruction 2 may be applied to distributions from the 
Savings Plan to the Director and permit the exclusion 
of all contributions for the account of the Director 
disclosed in prior proxy statements in the manner 
described above. Also, the Division would not object 
if the same concept is applied to exclude any amounts 
not disclosed in prior proxy statements due to the fact 
that the employee/ participant, at such earlier time, 
was not in the Remuneration Table either as a named 
individual or a member of the group. 


Applying the above concepts to the 1978 lump sum 
distribution from the Savings Plan to the Director, 
based on your representations that all Company con- 
tributions to the Savings Plan for the account of the 
Director were disclosed in prior years’ proxy 
statements in the manner described above, the only 
amounts which need be disclosed for 1978 would be 
the Company’s contribution to the Savings Plan for 
that year. This amount should be included in Column 
C2, or another subcolumn appearing under Column C. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 15570/February 15, 1979 


Promotion of the Reliability of Financial Information 
and Prevention of the Concealment of Questionable or 
Illegal Corporate Payments and Practices 


AGENCY: Securities and Exchange Commission. 


ACTION: Final rules. 

SUMMARY: the Commission is adopting rules 
intended to assure that an issuer’s books and records 
accurately and fairly reflect its transactions and 
dispositions of assets; to protect the integrity of the 
independent audit of issuer financial statements that 
is required under the Securities Exchange Act of 1934 
(“Securities Exchange Act”) and existing Commission 
rules; to promote the reliability and completeness of 
financial information that issuers are required to file 
with the Commission, or disseminate to investors, 
pursuant to the Securities Exchange Act; to promote 
compliance with new Sections 13(b)(2)(A) and (B) of 
the Securities Exchange Act; and to prevent the 
concealment of questionable or illegal corporate 
payments and practices. The rules expressly prohibit 
the falsification of corporate books, records, or 
accounts and prohibit the officers and directors of an 
issuer from making false, misleading or incomplete 
statements to any accountant in connection with any 
audit or examination of the issuer’s financial 
statements or the preparation of required reports. 
Although the Commission’s authority to promulgate 
rules of this nature does not rest solely on Section 13 
of the Securities Exchange Act, these rules have been 
codified in a new Regulation 13B-2, entitled 
“Maintenance of Records and Preparation of Required 
Reports.” 


The Commission believes that these rules, while 
intended to deal with a much broader range of 
practices than the problem of questionable or illegal 
corporate payments and practices, will serve to 
discourage repetition of the serious abuses which the 
Commission has uncovered in this area. The 
Commission’s experience indicates that improper 
corporate payments and practices are rarely reflected 
in corporate books, records and accounts in an 
accurate manner and that the desire to conceal 
information concerning such activities frequently 
entails the falsification of books, records and 
accounts and the making of false, misleading or 
incomplete statements to accountants. 


EFFECTIVE DATE: March 23, 1979. 


FOR FURTHER INFORMATION CONTACT: Barbara 
Leventhal, Division of Corporation Finance (202-755- 
1750); Frederick B. Wade, Office of the General Coun- 
sel (202-755-1229); Ernest Ten Eyck, Office of the 
Chief Accountant (202-755-7471); Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The SEC today 
announced the adoption of two rules under the 
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Securities Exchange Act, 15 U.S.C. 78a et seq., as 
amended by the Foreign Corrupt Practices Act 
(“FCPA”), Pub. L. No. 95-213 (Dec. 19, 1977). The 
rules are codified in a new Regulation 13B-2, entitled 
“Maintenance of Records and Preparation of Required 
Reports.” New Rule 13b2-1 (17 CFR 240.13b2-1) 
provides that “no person shall, directly or indirectly, 
falsify or cause to be falsified, any book, record or 
account subject to Section 13(b)(2)(A) of the 
Securities Exchange Act.”! In addition, new Rule 
13b2-2 (17 CFR 240.13b2-2) prohibits officers and 
directors of an issuer from making materially false, 
misleading or incomplete statements to an accountant 
in connection with any audit or examination of the 
financial statements of the issuer or the filing of 
required reports. 


The rules were initially published for comment in 
Securities Exchange Act Release No. 13185 (Jan. 19, 
1977), together with a proposed amendment to Item 6 
of Schedule 14A (17 CFR 240.14a-101).3 The rules are 
designed to promote the reliability and completeness 





1Section 13(b)(2)(A) of the Securities Exchange Act 
was added to the Act by the FCPA. It requires issuers 
subject to the Act to “make and keep books, records 
and accounts, which, in reasonable detail, accurately 
and fairly reflect the transactions and dispositions of 
the assets of the issuer.” 


Section 3(a)(37) of the Securities Exchange Act 
defines the term “records” to mean “accounts, 
correspondence, memorandums, tapes, discs, papers, 
books and other documents or transcribed informa- 
tion of any type, whether expressed in ordinary or 
machine language.” 


2As proposed, Rules 13b2-1 and 13b2-2 were desig- 
nated 13b-3 and 13b-4, respectively. See Securities 
Exchange Act Release No. 13185 (Jan. 19, 1977), 42 
FR 4854 (Jan. 26, 1977). The rules promulgated today 


have been renumbered to reflect the intervening 
enactment of the FCPA, which incorporated the 
substance of proposed rules 13b-1 and 13b-2 in new 
Section 13(b)(2) of the Securities Exchange Act, and 
the Commission’s determination that enactment of 
the FCPA makes it unnecessary to adopt proposed 
Rules 13b-1 and 13b-2. 


SAs proposed, a new subsection (d) would be added 
to Item 6 of Schedule 14A, requiring disclosure of 
management involvement in specified types of 
questionable or illegal payments and practices and of 
corporate policies relating to such matters. The 
Commission expects to consider this proposal in the 
near future. 
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of the financial information that issuers are required 
to file with the Commission, or disseminate to 
investors, pursuant to the Securities Exchange Act; to 
protect the integrity of the independent audit of 
issuers’ financial statements required under that Act 
and existing Commission rules; to promote 
compliance with new Sections 13(b)(2)(A) and (B) of 
the Securities Exchange Act; and to prevent the 
concealment of questionable or illegal payments and 
practices. In this regard, although the rules are 
intended, in part, to eliminate certain serious abuses 
the Commission has uncovered in connection with 
questionable and illegal payments and practices, the 
rules are addressed to a much broader range of 
practices than the problem of questionable or illegal 
corporate payments and practices. 


|. Background 


Beginning in 1973, as a result of the work of the 
Office of the Watergate Special Prosecuter, the 
Commission became aware of the pattern of 
conduct involving the use of corporate funds for 
illegal domestic political contributions. Because these 
activities often involved matters of significance to 
public investors, the nondisclosure of which entailed 
violations of the federal securities laws, the 
Commission published a statement, on March 8, 
1974, expressing the views of its Division of 
Corporation Finance concerning disclosure of these 
matters in documents filed with the Commission. 
Securities Act Release No. 5466 (March 8, 1974). 


Subsequent Commission investigations and enforce- 
ment actions revealed that instances of undisclosed 
questionable or illegal corporate payments—both 
domestic and foreign—were widespread, that they 
represented a serious breach in the system of 
corporate disclosure administered by the Commission 
and that such payments threatened public confidence 
in the integrity of the system of capital formation, 
which rests on a foundation of full and fair disclosure 
of corporate business and financial transactions. On 
May 12, 1976, the Commission submitted a detailed 
“Report on Questionable and Illegal Corporate 
Payments and Practices” (“May 12 Report”) to the 
Senate Committee on Banking, Housing and Urban 
Affairs. That report describes and analyzes the 
Commission’s activities concerning such payments 
and practices and outlines the legislative and other 
responses that the Commission, based on its 
experience, recommended to remedy these problems. 
One of the key conclusions drawn in the May 12 
Report was that: 


The almost universal characteristic of the 
cases reviewed to date by the Commission 
has been the apparent frustration of our 
system of corporate accountability which 





has been designed to assure that there is 
proper accounting of the use of corporate 
funds and that documents filed with the 
Commission and circulated to shareholders 
do not omit or misrepresent material facts. 
Millions of dollars of funds have been 
inaccurately recorded in corporate books 
and records to facilitate the making of 
questionable payments. Such falsification 
of records has been known to corporate 
employees and often to top management, 
but often has been concealed from outside 
auditors and counsel and outside directors. 


On the basis of the conclusions in the May 12 Report, 
the Commission, in addition to active pursuit of its 
enforcement and disclosure programs, proposed a 
multi-faceted approach to prevent further abuses. 
First, the Commission recommended that Congress 
enact legislation aimed expressly at enhancing the 
accuracy of corporate books and records and the 
reliability of the audit process, which together 
constitute foundations of the system of corporate 
disclosure. Specifically, the Commission proposed 
legislation to: 


(1) require issuers subject to the periodic reporting 
requirements of the Securities Exchange Act (i.e., 
“reporting companies”) to make and keep accurate 
books and records; 


(2) require such issuers to devise and maintain a 
system of internal accounting controls meeting the 
objectives articulated by the American Institute of 
Certified Public Accountants in Statement on Auditing 
Standards No. 1. Section 320.28 (1973); 


(3) prohibit the falsification of corporate accounting 
records; and 


(4) prohibit the making of false, misleading or 
incomplete statements to an accountant in connection 
with any examination or audit. 


In addition, because of the magnitude of the problem, 
and the need to supplement the Commission’s own 
enforcement capabilities, a voluntary disclosure 
program was developed. Companies participating in 
this program were encouraged to conduct careful in- 
vestigations of their operations under the auspices of 
persons not involved in the questionable activities and 
to discuss the question of appropriate disclosure of 
these matters with the Commission’s staff before 





4may 12 Report at p. a. 


filing any document with the Commission.5 


The Commission also proposed means of strengthen- 
ing the effectiveness and vitality of corporate boards 
of directors by suggesting that issuers maintain audit 
committees composed of non-management directors 
unrelated to the company and its management and by 
encouraging the separation of the functions of 
independent corporate counsel and director. In the 
May 12 Report, the Commission proposed that, at 
least initially, these principles could best be 
implemented by an amendment to the listing require- 
ments of the New York Stock Exchange and the rules 
of the other self-regulatory organizations, rather than 
by direct Commission action. 


ll. Enactment of the Foreign Corrupt Practices Act of 
1977 


The Commission’s legislative proposals were 
considered by the 94th Congress, but Congress 
adjourned before taking final action on the legislation. 
Following adjournment of the 94th Congress, the 
Commission, on January 19, 1977, published pro- 
posed rules for public comment in language sub- 
stantially identical to the legislative proposals it had 
submitted to the Congress in the May 12 Report.” 


The Commission’s legislative proposals were given 
additional consideration by the 95th Congress. Two of 





5The voluntary program was announced in several 
public statements, including the testimony of 
Commissioner Philip A. Loomis on July 17, 1975, 
before the Subcommittee on International Economic 
Policy of the House Committee on_ International 
Relations and the testimony of former Commission 
Chairman Roderick M. Hills before the Subcommittee 
on Priorities and Economy in Government on January 
14, 1976. See May 12 Report, supra, at pp. 7-8. Since 
the program was announced, more than 450 
companies have disclosed information relating to 
questionable or illegal activities in filings with the 
Commission. 


6See letter from former Chairman Roderick M. Hills to 
William Batten, Chairman, New York Stock Exchange 
(NYSE), dated May 11, 1976 (May 12 Report, Exhibit 
D). The NYSE subsequently adopted a requirement 
that listed companies have an audit committee which 
meets certain specified criteria by June 30, 1978. 
Similar rules have been considered by other national 
exchanges and the NASD. 


7See Securities Exchange Act Release No. 13185, 
supra, (Jan. 19, 1977). 
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the four proposals, the legislative analogs to pro- 
posed rules 13b-1 and 13b-2, were eventually 
incorporated in the FCPA in language virtually 
identical to that proposed by the Commission. The 
FCPA was signed by the President on December 19, 
1977, and became effective on that date. 


The primary impetus for enactment of the FCPA arose 
from disclosures of widespread corporate bribery. As 
the House Report concerning the legislation declared: 


More than 400 corporations have admitted 
making questionable or illegal payments. 
The companies, most of them voluntarily, 
have reported paying out well in excess of 
$300 million in corporate funds to foreign 
government officials, politicians, and 
political parties. These corporations have 
included some of the largest and most 
widely held public companies in the United 
States; over 117 of them rank in the top 
Fortune 500 industries. The abuses dis- 
closed run the gamut from bribery of high 
foreign officials in order to secure some 
type of favorable action by a foreign 
government to so-called facilitating pay- 
ments that allegedly were made to ensure 
that government functionaries discharged 
certain ministerial or clerical duties. 


The legislative history makes clear that Congress 
viewed such questionable or illegal payments as: (a) 
unethical and reprehensible; (b) inconsistent with the 
principles of a free market economy; (c) unnecessary 
to the successful conduct of business; and (d) a 
source of serious difficulties with respect to conduct 
of the nation’s foreign policy.'Y In this regard, the 
FCPA creates a new Section 30A of the Securities 
Exchange Act, which makes it unlawful for any 
reporting company, or any officer, director, employee, 
or agent of such company, or any shareholder acting 
on behalf of such company, to make use of the mails 
or any means or instrumentality of interstate 
commerce, corruptly, in furtherance of an offer, pay- 
ment, or gift, of any money or thing of value, to 





8as noted, supra, p. 3, the FCPA is contained in Title 
| of Pub. Law No. 95-213. 


9H.R. Rep. No. 95-640, 95th Cong., 1st Sess. 4 
(1977). 


10/9, at 4-5; S. Rep. No. 114, 95th Cong., 1st Sess. 
3-4 (1977). 
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certain classes of persons.!1 The new provision 
applies. to payments made for the purpose of 
influencing any act or decision of a foreign official, 
foreign political party or candidate for foreign political 
office (including a decision not to act), or inducing 
such a person or party to use his or its influence to 
affect any government act or decision in order to 
assist an issuer in obtaining, retaining or directing 
business to any person. 


New Section 13(b)(2) of the Securities Exchange Act 
incorporates two of the four legislative proposals that 
‘the Commission made in the May 12 Report. In this 
regard, the new provision requires every issuer that 
has a class of securities registered pursuant to 
Section 12 of the Securities Exchange Act, and every 
issuer that is required to file reports pursuant to 
Section 15(d) of the Securities Exchange Act (i.e., 
“reporting companies”): 





11These classes include an official of a foreign 
government; a foreign political party or an official 
thereof; a candidate for foreign political office; or any 
other person where the reporting company knows, or 
has reason to know, that all or a portion of such 
money or thing of value will be offered, given or 
promised, directly or indirectly, to one of the 
foregoing persons. 


A “foreign official” is defined by Section 30A to mean 
“any officer or employee of a foreign governmetn or 
any department, agency or instrumentality thereof, or 
any person acting in an official capacity for or on 
behalf of such government or department, agency, or 
instrumentality.’ The term does not include 
employees “whose duties are essentially ministerial or 
clerical.” 


12violations of new Section 30A may result in the 
imposition of a fine of “not more than $1,000,000” 
upon any issuer convicted of a violation and, withr 
respect to individuals, in the imposition of a fine of 
not more than $10,000, or imprisonment for not more 
than 5 years, or both. 


The FCPA also subjects any domestic business 
concern, other than one subject to the reporting 
requirements of the Securities Exchange Act, and any 
officer, director or agent of such a domestic business 
concern, or any natural person in control of such a 
domestic concern, to the same prohibitions and 
penalties that are applicable to reporting companies. 
That portion of the FCPA is administered and 
enforced, however, by the Department of Justice 
rather than the Commission. 





(1) to make and keep books, and records 
and accounts which, in reasonable detail, 
accurately and fairly reflect the trans- 
actions and dispositions of the assets of 
the issuer; and 


(2) to devise and maintain a system of 
internal accounting controls sufficient to 
provide reasonable assurances that: 


(i) transactions are executed in 
accordance with management’s 
general or specific authorization; 


(ii) transactions are recorded as 
necessary: (a) to permit prepara- 
tion of financial statements in 
conformity with generally ac- 
cepted accounting principles or 
other applicable criteria; and (b) 
to maintain accountability for 
assets; 


(iii) access to assets is per- 
mitted only in accordance with 
management’s general or specific 
authorization; and 


(iv) the recorded accountability 
for assets is compared with 
existing assets at reasonable 
intervals and appropriate action is 
taken with respect to any differ- 
ences. 


The Senate Report concerning the legislation 
indicates that the “accounting standards * * * 
[provisions] are intended to operate in tandem with 
the criminalization provisions of the bill to deter 
corporate bribery.”13 In this regard, the Report states 
that the accounting provisions are intended “to 
strengthen the accuracy of the corporate books and 
records and the reliability of the audit process which 
constitute the foundations of our system of corporate 
disclosure.”'4 It also declares that “the affirmative 
duties” contained in the accounting provisions “will 
go a long way to prevent the use of corporate assets 
for corrupt purposes * * * [and that] public confi- 
dence in securities markets will be enhanced by 





135, Rep. No. 114, supra, at 7. 


14), 


assurance that corporate recordkeeping is honest.”15 


As noted above, the May 12 Report also proposed that 
Congress prohibit the falsification of corporate books, 
records and accounts and the making of false, mis- 
leading or incomplete statements to an accountant in 
connection with any examination or audit. The Senate 
bill contained such provisions, but limited the appli- 
cability of the provisions to violative conduct that was 
performed “knowingly.”? The House bill “contained 
no comparable provisions because the SEC had 
already published for comment [the instant] rules 
designed to a similar objectives under its 
existing authority.” 7 


In the Conference Committee, the Senate receded to 
the House.18 Although the conferees agreed that the 
two proposals “were supportive of the basic 
accounting section” enacted into law as part of the 
FCPA,19 they determined to delete the provisions 
from the proposed legislation because use of the word 
“knowingly” in the Senate bill had become “involved 
in an issue never intended to be raised or resolved by 
the Senate bill—namely whether or not the inclusion 
or deletion of the word ‘knowingly’ would or would not 
affirm, expand, or overrule the decision of the 
Supreme Court in Ernst & Ernst v. Hochfelder (425 





15ig. The Report of the Conference Committee con- 
cerning the FCPA makes clear that the requirement 
that corporate books and records be “accurate” is 
intended “to prevent off-the-books siush funds and 
payments of bribes” without regard to whether such 
funds or payments are material in amount. H.R. Rep. 
No. 95-831, 95th Cong., 1st Sess. 10 (1977). 


165. Rep. No. 114, supra, at 9. In this regard, the 
Senate Report declared that the latter proposal “is 
designed to encourage careful communications 
between auditors and persons from whom the 
auditors seek information in the audit process. The 
Committee is of the view that a proscription on 
knowing false statements to auditors will enhance the 
integrity of the audit process” (/d.). 


17See H.R. Rep. No. 95-831, supra, at 10. 
18), 


19), 
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U.S. 185).”20 In deleting the provisions, the conferees 
stated that they had decided not to “debate *~ * * 
the important issues raised by the Hochfelder 
decision” and that “no inference should be drawn [on 
the basis of the deletions] with respect to any 
rulemaking authority the SEC may or may not have 
under the securities laws.”21 


IV. Basis for Adoption of Regulation 13B-2 


Section 23(a) of the Securities Exchange Act provides, 
in pertinent part, that the Commission shall “have 
power to make such rules and regulations as may be 
necessary or appropriate to implement the provisions 
of * * *” the Act. In this regard, the enactment of 
new Section 13(b)(2) provides a basis for promul- 
gation of the new rules in addition to the various pro- 
visions cited in the release requesting comments 
concerning the rule proposals. 


It bears emphasis that the accounting provisions of 
the FCPA are not exclusively concerned with the 
preparation of financial statements. An equally 
important objective of the new law, as well as pre- 
existing provisions of the federal securities laws cited 
in Securities Exchange Act Release No. 13185, supra, 
is the goal of corporate accountability. 


In this context, new section 13(b)(2)(A) embodies 
certain requirements of integrity in corporate record- 
keeping. Thus, it requires issuers “to make and keep 
books, records, accounts, which, in reasonable detail, 
accurately and fairly reflect the transactions and dis- 
positions of the assets of the issuer.” This provision 
is designed, not only to provide a more reliable basis 
for the preparation of financial statements, but also, 
among other things, for the purpose of confirming the 





20/q. at 10-11. In Hochfelder, the Supreme Court held 


that a plaintiff in an implied private action for 
damages under Section 10(b) of the Securities 
Exchange Act, 15 U.S.C. 78j(b), and Rule 10b-5 
promulgated thereunder, 17 CFR 240.10b-5, must 
allege and prove that the defendant acted with 
scienter, i.e. “a mental state embracing intent to 
deceive, manipulative or defraud” (see 425 U.S. at 
193-194, n. 12). The Court specifically left open “the 
question whether scienter is a necessary element in 
an action for injunctive relief under Section 10(b) and 
Rule 10b-5” (/d.). 


21H.R. Rep. No. 95-831, supra, at 11. 


22See Securities Exchange Act Release No. 34-13185, 
supra. 
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Commission’s authority “effectively to prevent off-the- 
books slush funds”23 and to assure that “there is 
proper — of the use of corporate funds 


* * 9) 


In addition, new Section 13(b)(2)(B) requires issuers 
to ‘‘devise and maintain a system of internal 
accounting controls sufficient to provide reasonable 
assurances that * * *” certain statutory objectives 
are met. These objectives include not only the record- 
ing of transactions “as necessary * * * to permit 
preparation of financial statements in accordance with 
generally accepted accounting principles * * *” or 
other applicable criteria, but also the recording of 
such transactions “as necessary * * * to maintain 
accountability for assets.’ In addition, these 
objectives expressly include the goals of providing 
reasonable assurances that access to corporate assets 
is permitted, and that corporate assets transactions 
are executed, “in accordance with management’s 
general or specific authorization.” 


Accordingly, new Section 13(b)(2) establishes require- 
ments concerning the internal activities of reporting 
companies that are supportive of the disclosure 
system mandated by the Securities Exchange Act, but 
should not be analyzed solely from that point of view. 
The new requirements may provide an independent 
basis for enforcement action by the Commission, 
whether or not violation of the provisions may lead, in 
a particular case, to the dissemination of materially 
false or misleading information to investors. 


As is set forth in more detail below, the rules promul- 
gated today are intended to discourage the kind of 
abuses that led to enactment of the FCPA, and to 
promote compliance with new Section 13(b)(2) of the 
Securities Exchange Act. Accordingly, the Commis- 
sion has determined that the rules are “necessary or 
appropriate,” within the meaning of the Commission’s 
general rulemaking authority, to implement new 
Section 13(b)(2). 





23See H.R. Rep. No. 95-831, supra, at 10. 
24(Emphasis added). See May 12 Report at a. 


25For example, although new Section 13(b)(2) 
imposes requirements upon issuers that are designed, 
in part, to promote the reliability and completeness of 
financial information and to protect the integrity of 
the independent audit of an issuer’s financial 
Statements, these new statutory requirements are 
qualified by the terms “in reasonable detail” and 
“reasonable assurances,” as distinguished from the 
concept of materiality. 





Although the rules adopted today will be codified with 
rules promulgated under Section 13 of the Securities 
Exchange Act, the Commission is not relying 
exclusively on Section 13 as a foundation for the 
rules. As the Commission noted, in publishing the 
instant rule proposals for public comment: 


the close relationship between the [dis- 
closure] objectives which Congress, in 
1934, sought to accomplish by enactment 
of the Securities Exchange Act and the 
substance of its legislative proposals 
places those proposals within the reach of 
the Commission’s general rulemaking 
authority under Section 23(a) of the 
Securities Exchange Act. 


In this context, the rules adopted today are also 
based, in part, upon a number of disclosure-related 
provisions, including: (a) Sections 13(a), 13(b)(1) and 
15(d) of the Act, which set forth certain periodic 
reporting requirements; (b) Section 10(b), which pro- 
hibits fraud; (c) Section 14(a), which governs proxy 
solicitations; (d) Section 20(b), which prohibits 
unlawful conduct performed by any person “through 
or by means of any other person”; and (e) Section 
20(c), which prohibits any director or officer of, or any 
owner of securities issued by, any issuer required to 
file any document, report or information under 
* * *”" the Securities Exchange Act without just 
cause to hinder, delay or obstruct the making or filing 
of any such document, report or information 
* *  *.” These provisions are sometimes referred to 
collectively in the remainder of this release as “the 
disclosure provisions” in order to distinguish them 
heey | alee Section 13(b)(2) of the Securities Exchange 
Act. 


The Commission has determined, on the basis of the 
findings set forth in the May 12 Report and its 
experience in various enforcement actions involving 
questionable or illegal payments,2® the legislative 





26See Securities Exchange Act Release No. 34-13185, 
supra. 


27in this context, of course, Sections 20(b) and 20(c) 
are “disclosure provisions” only insofar as they may 
be applicable in tandem with one or more of the other 
provisions noted above. 


28See e.g., the May 12 Report, Exhibit B; Securities 
and Exchange Commission v. Aminex Resources 
Corp., et al. (D.D.C., Civil Action No. 78-0410) 
Securities and Exchange Commission v. Page 


history of the FCPA29 and careful consideration of the 
comments received concerning the rule proposals, 
that false corporate books and records and the making 
of false, misleading and incomplete statements to 
auditors often lead to a variety of activities that the 
Commission is authorized to curtail through exercise 
of its rulemaking authority to implement the “dis- 
closure provisions.” These activities include, but are 
not limited to: 


(1) the utilization of deceptive devices, 
such as materially false statements or 
material omissions, in connection with the 
purchase or sale of securities in interstate 
commerce; 


(2) the filing of inaccurate and incomplete 
periodic reports with the Commission and 
the dissemination of such reports to 
investors; 


(3) the solicitation of proxies in contra- 
vention of the proxy rules, including Rule 
14a-9, 17 CFR 240.14a-9; and 


(4) the hindrance, delay, and obstruction 
of the making and filing of required docu- 
ments, reports and information. 


Accordingly, the Commission has determined that the 
rules adopted today are “necessary or appropriate,” 
within the meaning of Section 23(a) of the Securities 
Exchange Act, to implement the foregoing “disclosure 
provisions” and that such rules are “necessary or 
appropriate” in the public interest, for the protection 
of investors and to insure fair dealing in securities. 


A. Adoption of Rule 13b2-1 (Proposed Rule 13b-3) 


Proposed Rule 13b-3 would have prohibited any 
person from falsifying corporate books and records 
maintained pursuant to proposed Rule 13b-1. As 
adopted, Rule 13b2-1 has been modified to reflect the 
enactment of new Section 13(b)(2)(A) of the Securities 
Exchange Act, the Commission’s concomitant 
decision not to adopt proposed rule 13b-1 and certain 
technical or clarifying changes in the language of the 
rule. Thus, the new rule provides that “no person 





Airways, Inc. (D.D.C., Civil Action No. 78-0656) Secu- 
rities and Exchange Commission v. Katy Industries, 
(N.D. Ill., No. C 78-3476). 


29See S. Rep. No. 114, supra; H.R. Rep. No. 95-640, 
Supra; and H.R. Rep. No. 95-831, supra. 
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shall, directly or indirectly, falsify or cause to be 
falsified, any book, record or account subject to 
Section 13(b)(2)(A) of the Securities Exchange Act.” 


The Commission has determined that Rule 13b2-1, 
while not directed solely to the problem of question- 
able or illegal corporate payments and practices, 
should serve to discourage a repetition of the serious 
abuses the Commission has uncovered. The 
Commission’s experience, as set forth in the May 12 
Report and subsequent enforcement actions, 30 
demonstrates that questionable or illegal payments 
are rarely reflected correctly in corporate books and 
records and that the need to suppress information 
concerning such payments has frequently entailed the 
falsification of coporate books, records or accounts. 


New Section 13(b)(2)(A) of the Securities Exchange 
Act requires that corporate books and records 
“accurately and fairly reflect the transactions and dis- 
positions of the assets of the issuer.” This provision 
is intended, among other things, to preclude the 
maintenance of off-the-books slush funds and to 
insure that corporate transactions and dispositions 
are properly recorded. It bears emphasis, in this 
context, that the new requirement is qualified by the 
phrase “in reasonable detail” rather than by the 
concept of “materiality.” 


In the Commission’s judgment, new Rule 13b2-1 
should promote compliance with the statutory 
requirement that issuers have accurate books and 
records by discouraging persons from falsifying any 
corporate book, record, or account subject to new 
Section 13(b)(2)(A) and by making individuals directly 
liable for such conduct. Accordingly, the Rule is 
“necessary or appropriate,” within the meaning of the 
Commission’s general rulemaking authority, to 
implement new Section 13(b)(2) of the Securities Act. 


In addition, the maintenance of accurate books and 
records by reporting companies is one of the 
foundations of the system of corporate disclosure 
embodied in the Securities Exchange Act. In this 
regard, the disclosure requirements of the Securities 
Exchange Act are based on the premise that “No 
investor *~ * * can safely buy or sell securities 
* * * without having an_ intelligent basis for 
forming his judgment as to the value of the securities 
he buys or sells.” 





30See, e.g., nN. 28, supra. 


31H. Rep. No. 1383 73rd Cong., 2nd Sess. 11 (1934); 
see S. Rep. No. 1455, 73rd Cong., 2nd Sess. 68 
(1934). 
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As the Commission has previously indicated, “The 
maintenance of accurate books and records by 
publicly-held companies is a necessary concomitant 
of the existing requirement for full, fair and accurate 
periodic reports.”22 In addition, as the May 12 Report 
reflects, the Commission’s experience is that the 
falsification of corporate books and records has often 
been associated with the making of questionable and 
illegal payments.’Y In certain cases, concealed 
corporate payments and off-the-books slush funds 
were the result of actions by particular individuals, 
who acted with or without the knowledge of corporate 
management, to cause such transactions to be 
improperly recorded.34 Given the importance of 
adequate information to “the maintenance of fair and 
honest [securities] markets,” the sensitivity of 
securities prices to the availability of material 
information, and the close nexus between the 
maintenance of accurate books and records and the 
ability of reporting companies to disclose such 
information, the Commission has determined that the 
new rule is “necessary or appropriate” to implement 
“the disclosure provisions,” and that, in this context, 
the rule is also “necessary or appropriate” in the 
public interest, for the protection of investors and to 
insure fair dealing in securities. 


The Commission received comments from approxi- 
mately 70 persons with respect to proposed Rule 
13b-3, most of which expressed opposition to aspects 
of the rule. Many comments advocated changes that 
would: (a) limit application of the rule to “material” 
falsifications of corporate books, records and 
accounts; (b) require a showing of “scienter” before a 
person could be held liable for violations of the rule; 
and (c) limit application of the rule to persons having 
certain affiliations with an issuer, rather than “any 
person.” 


The advocates of a “materiality” standard expressed 
concern that false entries of insignificant or nominal 
amounts would give rise to a violation of the rule. In 
addition, some comments asserted that, in view of the 
large number of books, records and accounts kept by 
some corporations, particularly large corporations, 
application of the rule to any falsification of such 





32See Securities Exchange Act Release No. 14478 
(Feb. 16, 1978). 


33May 12 Report at a. 
34/1. 


35See Section 2 of the Securities Exchange Act, 15 
U.S.C. 78b. 





books, records and accounts would make compliance 
impossible. 


The Commission has considered these concerns and 
determined that it would not be desirable to modify 
the rule as suggested. New Rule 13b2-1 is, as noted 
above, applicable to “any book, record or account 
subject to Section 13(b)(2)(A) of the Securities 
Exchange Act.” That provision was qualified by the 
Conference Committee, prior to enactment of the 
FCPA, to make clear that issuers are required to 
“make and keep books, records and accounts, which, 
in reasonable detail, accurately and fairly reflect the 
transactions and dispositions of the assets of the 
issuer * * *.”°° The Report of the Conference 
Committee indicates the change was made because 
the provision, “if unqualified, might connote a degree 
of exactitude and precision which is unrealistic.” It 
adds, “The amendment makes clear that the issuer’s 
records should reflect transactions in conformity with 
accepted methods of recording economic events and 
effectively prevent off-the-books slush funds and pay- 
ments of bribes.”98 


The Commission believes the presence of the words 
“in reasonable detail” in Section 13(b)(2)(A) should 
alleviate much of the concern expressed in comments 
concerning proposed rule 13b-3. In addition, it bears 
emphasis that compliance with new Section 
13(b)(2)(B) of the Securities Exchange Act, 
concerning systems of internal accounting control, 
and increased use of audit committees composed of 
persons unaffiliated with the corporation or its 
management should facilitate compliance with new 
Rule 13b2-1. A further consideration is the Commis- 
sion’s concern that a limitation concerning “material” 
falsity would unduly narrow the scope of the rule and 
result in an unwarranted diminution of investor 
protection. Under these circumstances, the Commis- 
sion has determined that it would be inappropriate to 
limit application of the Rule in the manner suggested. 


Many comments expressed the view that a showing of 
“scienter” ought to be required in order to establish 
violations of the Rule. These comments were 
premised on the views that some false entries in 
corporate books, records and accounts result from 
inadvertent errors or oversights, and that a number of 
such entries are inevitable, particularly in view of the 





36H.R. Rep. No. 93-831, supra at 10 (emphasis 
added). 
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volume of transactions that must be recorded on a 
daily basis by large public companies. Some 
comments added that it would be unfair to impose 
liability upon persons who acted in good faith and 
made inadvertent or unintentional mistakes. 


After careful consideration of the comments, the 
Commission has determined that a “scienter” require- 
ment should not be included in the Rule. The 
inclusion of such a requirement would be inconsistent 
with the language of new section 13(b)(2)(A), which 
contains no words indicating that the Congress 
intended to impose a “scienter” requirement. It would 
be anomalous, under these circumstances, to include 
a “scienter’ requirement in the new Rule. 


Moreover, the Commission believes that the concern 
expressed with respect to inadvertent and inconse- 
quential errors is unwarranted. The statute does not 
require perfection but only that books, records and 
accounts “in reasonable detail, accurately and fairly 
reflect the transactions and dispositions of the assets 
of the issuer” (emphasis added). In addition, the 
legislative history reflects that “standards of reason- 
ableness” are to be used in applying this provision. 


Although Section 13 of the Securities Exchange Act 
authorizes the Commission to impose certain require- 
ments upon issuers, Rule 13b2-1 provides that “no 
person” shall violate the terms of the Rule. The Rule, 
as proposed, contained substantially similar language 
applicable to “any person.” In this regard, a number of 
commentators suggested that the rule should be 
applicable only to certain persons affiliated with an 
issuer rather than to “any person.” 


The Commission has considered these comments, but 
has determined to promulgate the rule in a form sub- 
stantially the same as that proposed. The effect of 
falsifications of books, records or accounts, in making 
reports required under Section 13 misleading or 
incomplete, is not necessarily contingent on the 
identity of the wrongdoer or on whether he acts with 
the knowledge or acquiescence of management. 
Moreover, while normally only officers and employees 
of the issuer are in a position to falsify corporate 
records, it is not feasible to identify in the Rule all 
categories of persons who might violate it. 
Consequently, the Commission beiieves that the rule 
should apply to any person who, in fact, does cause 
corporate books and records to be falsified. 


Accordingly, because the falsification of accounting 
records, especially if falsified in order to conceal 





39g, Rep. 95-114, supra, at 8. 
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questionable corporate practices, may lead, among 
other things, to the concealment of material 
information that should be disclosed in periodic 
reports or to purchasers and sellers of the issuer's 
securities and to the omission of such information 
from proxy solicitations, and may also hinder the 
preparation of required reports, the Commission 
believes that the extension of Rule 13b2-1 to any 
person who violates the prohibition is “necessary or 
appropriate” to implement the “disclosure provisions” 
set forth as a basis for promulgation of the rule.40 


B. Adoption of Rule 13b2-2 (Proposed Rule 13b-4). 


Rule 13b2-2 prohibits any officer4! or director of an 
issuer, directly or indirectly, from making any 
materially false or misleading statement, or omitting 
to state any material fact necessary to make 
statements made not misleading, to an accountant in 
connection with an audit of the financial statements 
of the issuer or the filing of required reports. The Rule 
is similar to proposed rule 13b-4, although certain 
technical or clarifying changes have been made and 
the Rule has been narrowed by the deletion of 
“security holders” from the class of persons subject 
to the Rule.42 





40in this regard, Section 10(b) of the Act authorizes 
the Commission to prohibit manipulative or deceptive 
devices—regardiess of by whom employed—in 
connection with the purchase or sale of securities. 
Section 14(a) of the Act, as implemented by Rule 
14a-9, 17 CFR 240.14a-9, prohibits “any person” from 
soliciting proxies by means of proxy materials that 
contain false or misleading statements. In addition, 
Section 20(c) of the Act prohibits “any director or 
officer of, or any owner of any securities issued by, 
any issuer required to file any document, report or 
other information” from hindering, delaying or 
obstructing the making or filing of such document, 
report or information. 


41Securities Exchange Act Rule 3b-3, 17 CFR 
240.3b-3, defines the term “officer” to mean “a 
president, vice-president, treasurer, comptroller, and 
any other person who performs for an issuer, whether 
incorporated or unincorporated, functions cor- 
responding to those performed by the foregoing 
officers.” 


421t bears emphasis, however, that controlling 
persons of any issuer may be liable for violations of 
the new Rule by virtue of Section 20(a) of the 
Securities Exchange Act. In addition, insofar as any 
director or officer of, or any owner of securities issued 
by, any issuer, engages in conduct prohibited by the 
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Based on its review of cases involving questionable or 
illegal corporate payments, the Commission’s May 12 
Report concluded: 


The almost universal characteristic of the 
cases * * * has been the apparent 
frustration of our system of corporate 
accountability which has been designed to 
assure that there is proper accounting for 
the use of corporate funds and that docu- 
ments filed with the Commission and 
circulated to shareholders do not omit or 
misrepresent material facts. 


In this context the new Rule is primarily intended to 
help restore the efficacy of the system of corporate 
accountability and to encourage boards of directors to 
exercise their authority to deal with the problem.44 


The Commission intends that the new rule encompass 
the audit of financial statements by independent 
accountants, the preparation of any required reports, 
whether by independent or internal accountants, the 
preparation of special reports to be filed with the 
Commission, as, for example, those filed pursuant to 
judicial orders incident to Commission enforcement 
proceedings, and any other work performed by an 
accountant that culminates in the filing of a document 
with the Commission. 


As noted above, new Rule 13b2-2 is being 
promulgated, in part, pursuant to Section 13(b)(2) of 
the Securities Exchange Act. In this regard, the 
Commission has determined that the adoption of the 
Rule will promote compliance with the requirement of 
new Section 13(b)(2)(B) that issuers devise and 
maintain a system of internal accounting controls 
sufficient to achieve certain statutory objectives by 
assisting auditors in evaluating an issuer's system of 
internal accounting controls in connection with an 
examination or audit of the issuer’s financial state- 
ments or the preparation or filing of any document or 
report with the Commission. Although the auditor's 
evaluation of the system of internal accounting 
control is traditionally conducted principally for the 
purpose of assisting the auditor in determining the 
scope and nature of his examination, such evaluations 
also frequently result in weaknesses in_ internal 





new Rule in order to hinder, delay or obstruct the 
making or filing of any required report, document or 
information, such persons may be liable by virtue of 
Section 20(c) of the Act. 


43May 12 Report at a. 


44sSee May 12 Report at b. 





accounting controls being brought to the attention of 
the issuer by the auditor. The authoritative auditing 
literature (Statement on Auditing Standards No. 20) 
requires that defined “material weaknesses” which 
came to the attention of the auditor be communicated 
to the issuer. 


Similarly, new Section 13(b)(2)(A) requires reporting 
companies to “make and keep books, records, and 
accounts which in reasonable detail, accurately and 
fairly reflect the transactions and disposition of the 
assets of the issuer.” The Commission believes that 
the adoption of new Rule 13b2-2 will act as a deterrent 
to the falsification of corporate books, records and 
accounts and to the making of false, misleading or 
incomplete statements to an accountant or auditor 
that might conceal the falsification of such books and 
records. Accordingly, the Commission has deter- 
mined that adoption of Rule 13b2-2 is “necessary or 
appropriate,” within the meaning of Section 23(a), to 
implement the provisions of new Section 13(b)(2). 


The prohibition against making false, misleading or 
incomplete statements to accountants, in connection 
with an audit, or the filing of required reports, is also 
being promulgated as “necessary or appropriate” to 
implement the various “disclosure provisions,” dis- 
cussed above in connection with Rule 13b2-1, and as 
“necessary or appropriate” in the public interest, for 
the protection of investors and to insure fair dealing in 
securities. In this regard, the accountant’s exami- 
nation or audit of the financial statements of the 
issuer is a crucial element in safeguarding the reli- 
ability of the information that is disclosed to the 
public pursuant to the disclosure requirements of the 
Securities Exchange Act. The integrity of the financial 
disclosure system is diminished when issuers impede 
accountants or auditors in the discharge of their 
responsibilities by providing them with false, mis- 
leading or incomplete information. 


In this context, the Commission believes that new 
Rule 13b2-2 will encourage careful and accurate 
communications between auditors and issuers from 
whom they request information during the audit 
process, deter the making of false, misleading or 
incomplete statements to accountants, and thereby 
enhance the integrity of financial disclosure system. 


The Commission received comments from approxi- 
mately 80 persons with respect to proposed Rule 
13b-4, most of which questioned certain aspects of 
the proposal. The majority of these comments 
expressed concern that the proposed rule would: (a) 
require no showing of scienter in order to establish a 
violation based upon the making of false, misleading 
or incomplete statements to an accountant in the 
course of an examination or audit; (b) impose liability 
for oral, as well as written, statements made to an 


accountant; and (c) make minority shareholders of an 
issuer liable for violations of the rule. In addition, 
many of the comments asserted that imposition of 
liability for mistatements or omissions, in the 
absence of a scienter requirement, would be counter- 
productive and impede communications between 
auditors and those from whom they seek information in 
the course of an audit. In fact, a number of comments 
suggested that some persons would refuse to 
communicate with an auditor rather than expose them- 
selves to potential liability. 

The Commission disagrees with the assertion that a 
scienter requirement should be added to the Rule for 
the reasons set forth above at pp. 24-25 with respect 
to Rule 13b2-1.45 In addition, the Commission 
believes its experience concerning questionable and 
illegal payments is more persuasive as to the need for 
such a rule than the opinions expressed by some 
commentators to the effect that the rule will impede 
communications between auditors and those from 
whom they seek information. Under these circum- 
stances, the Commission has decided that the 
advantages of the new Rule outweigh the potential 
disadvantages suggested by certain commentators. 


Some of the comments suggested that the proposed 
rule should be applicable only to written statements 
that are submitted to an auditor in the course of an 
examination or audit and that oral statements should 
not be covered, by the rule. In this regard, it was 
suggested that auditors will usually obtain written 
representations concerning matters of material 
significance and that such a limitation would permit 
persons to review written communications and 
thereby minimize the possibility that false, misleading 
or incomplete statements would be made in the 
absence of scienter or an intent to deceive. 


The Commission believes that a distinction between 
written and oral statements is inappropriate, primarily 
because oral statements may be no less harmful to 
investors than a misleading written statement. More- 
over, section 12(2) of the Securities Act,*° and the 
antifraud provisions of the Securities Exchange Act, 
have long been applied in Commission enforcement 
actions and private actions to oral mistatements with- 
out unusual or unintended consequences. While the 
Commission is sensitive to concerns expressed by 
some commentators that oral statements which are 
inaccurately recorded in accountants’ work papers 
may become the basis for liability under the Rule, on 
balance, the Commission believes a distinction 





45See pp. 24-25, supra. 


4615 U.S.C. 771(2). 
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between written and oral statements would unduly 
narrow the scope of the Rule. Moreover, this concern 
can be alleviated to some degree by the exercise of 
care in the preparation of accountants’ work papers 
and by accountants’ requesting written confirmations 
of material representations. 


New Rule 13b2-2, as adopted, is applicable only to 
any director or officer of an issuer. In this regard, 
most of the comments concerning the proposed rule 
questioned the applicability of the rule to any owner 
of securities issued by a reporting company. Several 
suggested that the rule should be applicable only to 
controlling shareholders, or the beneficial owners of a 
certain percentage of a class of securities, while 
others expressed the view that the rule, as drafted, 
would discriminate between employees of an issuer 
who own the issuer’s securities and those employees 
who do not. In addition, some comments opined that 
shareholders might be deterred from providing 
confirmations to accountants if they were made 
subject to the rule. After careful consideration of 
these comments, the Commission decided to delete 
shareholders from the coverage of the new Rule. 


It must be stressed, however, that the exclusion from 
the express language of the new Rule of shareholders, 
low-level corporate employees of an issuer, and 
persons unaffiliated with the issuer does not indicate 
that those individuals may mislead the issuer's 
accountants with impunity. As noted above, 
controlling persons of an issuer may be held liable for 
such conduct by virtue of Section 20 of the Securities 
Exchange Act. 7in addition, the existing antifraud 
provisions of the federal securities laws, and the 
concept of aiding and abetting, can be invoked, in 
appropriate circumstances, against those who deceive 
the auditors of a publicly held corporation. In this 
area, as in other areas where duties and liabilities are 
created under the federal securities laws, case-by- 
case balancing is essential with respect to the needs 
of the investing public and the interests of those who 
have engaged in conduct injurious to investors. 


V. Other Matters 


The Commission specifically requested comments 
concerning “the likely impact, if any, which * * * [the 
proposed rules] would have on competition.48 
Approximately ten comments addressed this issue, 
but the comments were primarily directed toward pro- 
posed rules 13b-1 and 13b-2, which would have 





47See n. 42, supra. 


48See Securities Exchange Act Release No. 34-13185, 
supra. 
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imposed requirements upon reporting companies. The 
Commission has determined that the instant rules will 
not impose a “burden on competition” within the 
meaning of Section 23(a)(2) of the Securities 
Exchange Act. 


The Commission has also considered whether it might 
be appropriate to republish these rules for further 
public comment. In this regard, the Commission 
decided that it is not necessary to obtain additional 
comments before promulgating the new rules and that 
the delay inherent in republication would not be in the 
public interest. The Commission intends, however, to 
monitor the impact of the new rules and invites 
comments from interested persons concerning that 
subject. 


Vi. Text of Rules 


Accordingly, 17 CFR 240 is amended by adding 
§§240.13b2-1 and 240.13b2-2 as set forth below: 


REGULATION 13B-2: MAINTENANCE OF RECORDS 
AND PREPARATION OF REQUIRED REPORTS 


§240.13b2-1 Falsification of accounting records. 


No person shall, directly or indirectly, falsify or cause 
to be falsified, any book, record or account subject to 
Section 13(b)(2)(A) of the Securities Exchange Act. 


§240.13b2-2 Issuer's representations in connection 


with the preparation of required reports and docu- 
ments. 


No director or officer of an issuer shall, directly or 
indirectly, 


(a) make or cause to be made a materially 
false or misleading statement, or 


(b) omit to state, or cause another person 
to omit to state, any material fact 
necessary in order to make statements 
made, in the light of the circumstances 
under which such statements were made, 
not misleading to an accountant in connec- 
tion with (1) any audit or examination of 
the financial statements of the issuer 
required to be made pursuant to this sub- 
part or (2) the preparation or filing of any 
document or report required to be filed with 
the Commission pursuant to this subpart 
or otherwise. 





By the Commission (Chairman Williams and Commis- 
sioners Loomis, Evans, and Pollack concurring; 
Commissioner Karmel dissenting) 


George A. Fitzsimmons 
Secretary 


February 15, 1979 


Separate Statement of Views by Commissioner 
Karmel: 


The Foreign Corrupt Practices Act of 1977 was 
enacted after the comment period had closed with 
respect to the proposals for these rules. Therefore, | 
believe it would have been desirable as a matter of 
policy to republish the proposals and seek additional 
comments concerning the relationship between the 
proposed rules and the accounting provisions of the 
new statute. 


With respect to the substance of the new rules, | 
would have preferred a more restrained implementa- 
tion of the Commission’s statutory authority. In my 
view, the Commission should have limited the applic- 
ability of Rule 13b2-1, as a matter of policy, to cases 
of intentional falsification of accounting records, or 
deliberate circumvention of internal accounting 
control systems. Although, in my view, “falsify” 
implies an element of deceit, it does not go far 
enough in articulating a standard of wrongful intent 
for culpable conduct. In addition, | do not believe it is 
necessary or appropriate to regulate communications 
between accountants and their clients by way of the 
prohibitions contained in Rule 13b2-2. 


For the foregoing reasons, | disagree with the Com- 
mission’s determination to promulgate new Regula- 
tion 13B-2 as drafted at this time. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15571/February 15, 1979 


QUESTIONABLE OR ILLEGAL CORPORATE PAY- 
MENTS AND PRACTICES 


Promotion of Reliability of Financial Information and 
Prevention of the Concealment of Questionable or 
illegal Corporate Payments and Practices 


AGENCY: Securities and Exchange Commission. 


ACTION: Withdrawal of proposed rules. 


SUMMARY: The Commission today announced the 
withdrawal of proposed rules 13b-1 and 13b-2 as a 
result of the enactment of the Foreign Corrupt Prac- 
tices Act of 1977. 


DATE: February 15, 1979 


FOR FURTHER INFORMATION CONTACT: Barbara 
Leventhal, Division of Corporation Finance (202-755- 
1750); Frederick B. Wade, Office of the General 
Counsel (202-755-1229); Ernest Ten Eyck, Office of 
the Chief Accountant (202-755-7471); Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: On January 19, 
1977, the Securities and Exchange Commission 
published certain rules for public comment in 
Securities Exchange Act Release No. 34-13185. The 
Commission is today announcing, in Securities 
Exchange Act Release No. 34-15570, that proposed 
rules 13b-3 and 13b-4 have been modified, re- 
numbered as Rules 13b2-1 and 13b2-2 respectively, 
and adopted with an effective date of March 17, 1979. 
In addition, the Commission hereby announces the 
withdrawal of proposed rules 13b-1 and 13b-2 because 
the substance of those rules has been incorporated in 
the accounting provisions of the Foreign Corrupt 
Practices Act of 1977 (Pub. L. No. 95-213 (Dec. 19, 
1977)). 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15572/February 15, 1979 


Disclosure in Proxy Statements Containing Certain 
Sale of Assets Transactions 


AGENCY: Securities and Exchange Commission. 
ACTION: Publication of staff interpretations. 


SUMMARY: The Division of Corporation Finance is 
publishing its views and practices in administering 
the existing disclosure requirements of the proxy 
rules in the context of certain sale of assets trans- 
actions. Several proxy statements involving novel, 
multi-step sale of assets transactions have recently 
been filed with the Commission. In view of concerns 
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that have been expressed by interested shareholders 
regarding the adequacy of disclosure, difficulties 
encountered in the administrative review process and 
enforcement actions which have been taken as a 
result of failure to comply with the existing disclosure 
requirements under the Securities Exchange Act of 
1934, the Commission has determined that it is appro- 
priate for the Division of Corporation Finance to 
provide information to the public about current prac- 
tices and guidance to issuers in fulfilling their dis- 
closure obligations. It should be noted, however, that 
these interpretations are not Commission rules, nor 
do they bear the Commission’s approval. The release 
is being published at this time in order to promote the 
disclosure under the Commission’s proxy rules of 
meaningful information to affected shareholders. In 
appropriate contexts, however, the views expressed in 
the release may be applicable to disclosures in other 
filings. 
DATE: February 15, 1979 

FOR FURTHER INFORMATION CONTACT: Jennifer 
Sullivan, Division of Corporation Finance, 202-755- 
1750. 


SUPPLEMENTARY INFORMATION: Recently, a 
number of proxy statements concerning novel, multi- 
step sale of assets transactions (“Sale of Assets 
Transactions”) have been filed with the Commission. 
Typically, the transaction involves a cash sale of sub- 
stantially all of the assets of a public company 
(“Public Seller’ or “Seller’) to another company, often 
a private company not otherwise engaged in a trade or 
business (the “Purchaser”).! The Purchaser expects 
to continue the business of the Public Seller under the 
Seller's name and hires substantially all of the Public 
Seller’s managers under long-term employment 
arrangements to manage the business. A significant 
percentage of the purchase price may be borrowed by 
the Purchaser and if so, the assets purchased are 
usually directly or indirectly pledged to secure repay- 
ment of the loan. Although the Purchaser assumes 





lUnder certain circumstances, the transaction may 
well be a going private or “Rule 13e-3 transaction” as 
defined in Securities Exchange Act Release No. 14185 
(Nov. 17, 1977), 42 FR 60090 (Nov. 23, 1977), which 
proposed for comment certain requirements and 
disclosures for going private transactions. See in the 
Matter of Woods Corporation, Securities Exchange 


Act Release No. 15337 (Nov. 16, 1978). The 
Commission expects in the near future to take action 
with respect to its pending rule proposals concerning 
going private transactions. Any rules adopted may 
require specific disclosures in addition to the existing 
proxy disclosure requirements discussed herein. 
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substantially all of the Public Seller’s liabilities, the 
Public Seller may nevertheless be liable if those 
liabilities are not discharged by the Private Purchaser 
in the ordinary course. 


in some cases, the sale of assets, if approved, may be 
followed by an issuer tender offer by the Public Seller 
to repurchase its shares for cash out of the proceeds 
received from the sale.“ The Public Seller proposes, 
as part of the transaction, to amend its certificate of 
incorporation to change its business to that of an 
investment company. The proceeds from the sale 
remaining after the issuer tender offer is completed 
are to be invested in tax-exempt securities or preferred 
and other dividend paying stocks, depending on the 
Public Seller’s status for Federal income tax 
purposes. Another variation involves a second sale of 
the Public Sellers assets (which after the sale of 
assets consist solely of cash) to a tax exempt bond 
fund. The Public Seller is dissolved and its share- 
holders receive shares of the tax exempt fund. 


These transactions are often structured to benefit 
substantial shareholders in high tax brackets whose 
shares have a low tax basis. A review of proxy state- 
ments describing these transactions indicates that in 
many instances, the managers of the Public Sellers or 
their affiliates have had significant equity interests 
with a low tax basis. These persons are often able to 
convert their equity interests on a tax-free basis into 
an interest in an investment company paying regular 
income. In addition, if the Public Seller is able to 
qualify as a regulated investment company for Federal 
income tax purposes* and meets certain other 
conditions under the Internal Revenue Code,” it may 
make tax free distributions of the interest earned on 
investments in tax exempt securities. Because the 
Public Seller's managers are often in high tax 
brackets, they would significantly benefit from 
receiving tax-free distributions. At least some of the 
managers also benefit from the transaction because 
they receive long-term management arrangements 
with the Purchaser, some of which may allow the 
managers to benefit from any increased profitability of 
the business sold. In some instances, they may also 





2See Securities Exchange Act Release No. 14234 
(Dec. 8, 1977), 42 FR 63069 (Dec. 14, 1977), which 
proposed for comment new Rule 13e-4 and related 
Schedule 13E-4 that would, if adopted, impose 
substantive and disclosure requirements with respect 
to issuer tender and exchange offers. 


4See Section 851 of the Internal Revenue Code of 
1954, as amended. 


Sid., at Section 852. 





receive other fees. These employment opportunities, 
fee arrangements and tax benefits are not generally 
available to the Seller’s public shareholders, and thus 
create a conflict of interest on the part of the 
managers negotiating the transaction, including the 
price, such that under certain circumstances, the 
highest price for the Seller's assets may not be 
obtained. 


If the Public Seller becomes a closed end investment 
company, to the extent that shareholders elect to 
tender their shares there will be a reduction in the 
number of shares outstanding and a consequent 
impact on a non-tendering shareholder's ability to 
later sell his investment company shares in the 
market. 


With respect to certain of these transactions, the 
Commission has received letters from concerned 
shareholders some of which have indicated that they 
believe that they were not provided with adequate 
information with which to make an informed voting 
decision. In addition, Commission inquiry in this area 
and certain of its enforcement actions have generated 
concerns and have focused public attention on such 





6in addition, the Seller’s stock may be ineligible for 
trading on a national securities exchange and, in 
some instances, the Seller may be able to terminate 
its reporting obligations under the Securities 
Exchange Act. Securities Exchange Act Section 
12(g)(4), 15 U.S.D. 781(g)(4); Rule 129-4, 17 CFR 
240.12g-4; Rule 15d-6, 17 CFR 240.15d-6. These 
effects might, under certain circumstances, render the 
transaction a proposed Rule 13e-3 transaction. See 
note 1, supra. However, in connection with a Sale of 
Assets Transaction, the Public Seller would generally 
be required to register under the Investment Company 
Act of 1940, and would be subject to reporting, proxy 
solicitation and insider trading provisions under the 
Act. Investment Company Act of 1940 Sections 20 and 
30 15 U.S.C. 80a-20, 80a-29. The Seller’s registration 
may be terminated by the Commission on application 
or on its own motion if the number of persons who 
beneficially own the Seller's securities (other than 
short-term paper) is reduced to one hundred or less 
and it does not at that time make or propose to make 
a public offering of its securities. Id., at Sections 
3(c)(1) and 8(f), 15 U.S.C. 80a-3(c)(1), 80a-8(f). 
However, most Seller's have indicated that they 
expect, and would desire for tax reasons, to continue 
to have more than one hundred shareholders and to 
continue to be registered under that Act. See Section 
851 of the Internal Revenue Code of 1954, as 
amended. 


transactions.’ In order to promote the disclosure of 
meaningful information to affected shareholders, the 
Commission has authorized the publication of a 
release setting forth Division views and practices in 
administering the existing disclosure requirements of 
the proxy rules in the context of these transactions. It 
should be noted, however, that these interpretations 
are not Commission rules and have not been officially 
approved by the Commission. 


Discussion 


The following discusses the application of certain 
items of required information in the context of Sale of 
Assets Transactions. The specific items discussed are 
not exclusive and do not represent an exhaustive 
summary of information required in proxy statements 
concerning such transactions. In view of the 
complexity and novelty of such transactions, their 
significance to shareholders and the conflicts of 
interest which may be involved, meticulous care 
should be taken to assure that shareholders are 
provided with full and fair disclosure concerning the 
transaction. 


A. Actual and Potential Conflicts of Interest 


The Division is concerned that disclosure has not in 
the past adequately highlighted the actual and 
potential conflicts of interest presented to manage- 
ment or its affiliates in transactions such as these, 
which are structured in part to accommodate their tax 
or estate needs and in which the Purchaser also 
retains the management under long-term employment 
arrangements.8 Accordingly, the Division recom- 
mends that in appropriate cases a Special Factors 
section be included in the forepart of the proxy state- 
ment. The Special Factors discussed might include, 
where appropriate, items such as the following: 


1) Disclosure that the principal shareholders or 
management may have actual or potentia! conflicts of 
interest, and descriptions of such conflicts; 





7See, e.g., In the Matter of Woods Corporation, 
Securities Exchange Act Release No. 15337, supra; In 
the Matter of Spartek Corporation, Securities 
Exchange Act Release No. 15567 (February 14, 1979). 


8in some instances employment and other arrange- 
ments between the Public Seller's managers and the 
Purchaser may be substantially equivalent to owner- 
ship interests, making the Purchaser an affiliate of the 
Public Seller. In such instances, the transaction might 
well be a going private transaction, as defined in the 
Commission’s proposed rules. See note 1, supra. 
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2) Disclosure of the sale price per share compared to 
the net tangible book value per share; 


3) Disclosure that the Public Seller may remain 
secondarily liable with respect to liabilities assumed; 


4) Disclosure that certain officers and directors have 
entered into long-term employment contracts with the 
Purchaser, and if applicable, that they will receive 
increased salaries and/or the opportunity to share in 
future profits of the business; and 


5) Disclosure of such other factors with respect to 
the transaction which management believes require 
particular attention by shareholders in making their 
voting decisions. 


B. Reasons for and Effect of the Transaction 


From a review of proxy statements involving Sale of 
Assets Transactions, and from information derived 
from investigations and enforcement actions related 
to these transactions, it appears that disclosures con- 
cerning the reasons for and the effect of the trans- 
action have not always been adequate. Item 14 of 
Schedule 14A expressly requires that, in connection 
with a proposed sale of all or any substantial part of 
the assets of an issuer, the issuer disclose both the 
reasons for and the effect of the transaction.” These 
terms of Item 14a embody distinct disclosure require- 
ments and are designed to elicit different information. 
Disclosure of the “effect” of the transaction should 
focus on the consequences to shareholders and to the 
issuer if the proposed transaction is approved, 
including legal effects, tax consequences and effects 
on market liquidity. By contrast, the disclosure of the 
“reasons for” the transaction should focus on the 
reasons management is proposing the transaction. 

Such reasons are relevant because under state law the 
Board of Directors generally must authorize 
submission of the plan to shareholders for their 





917 CFR 240.14a-101. That item provides in relevant 
part: 


Outline briefly the material features of the 
plan. State the reasons therefor and the 
general effect thereof upon the rights of 
existing security holders. 


10See “Securties and Exchange Commission v. 
Parklane Hosiery,” 558 F. 2d 1083 (C.A. 2, 1977). See 
also In the Matter of Woods Corporation supra. 


1158/SEC DOCKET 


approval.'1 {it would be important in this regard to 
address both the reasons for the sale of assets itself 
and the reasons for the manner in which the sale is 
structured. Additionally, it would be appropriate, 
under certain circumstances, in order to clarify the 
reasons for the form in which the transaction is 
ultimately proposed, to also include a brief 
description of any prior offers or alternatives to the 
proposed transaction that were considered within a 
reasonab!e period prior to the date an agreement in 
principle was reached, and the reasons for rejecting 
them.!2 


Disclosures contained in some proxy statements filed 
with the Commission concerning Sale of Assets 
Transactions have indicated that management 
considered their own particular financial circum- 
stances and personal goals as well as the benefits 
they derive from the transaction, in determining the 
structure of the transaction during negotiations for 
the sale. These have included diversification of their 
investments and the tax benefits discussed above, as 
well as the opportunity to continue to manage the 
operating businesses under favorable employment 
arrangements. The Division wishes to remind issuers 
of their obligations to make full and fair disclosure of 
both the reasons for and the effect of the transaction 
in order to provide shareholders with sufficient 
information to understand the nature of the trans- 
action and to evaluate it on an informed basis. 





11See, e.g., Del. Code Ann. Title 8 §271 which 
provides: 


Every corporation may at any meeting of its 
board of directors sell, lease, or exchange 
all or substantially all of its property and 
assets .. . as its board of directors deems 
expedient and for the best interests of the 
corporation, when and as authorized by a 
resolution adopted by a majority of the 
outstanding stock of the corporation... 
(Emphasis supplied.) 


See “Securities and Exchange Commission v. Park- 
lane Hosiery,” supra, 558 F. 2d at 1088. C.f. “Santa Fe 
Industries, Inc., v. Green,” 430 U.S. 462, n. 14 (1977). 


12Whether or not the Public Seller had been seeking a 
buyer or was instead approached by the Purchaser 
may also be relevant. 


13as is evidenced by the legislative history and 
subsequent interpretations thereof, Section 14(a) of 
the Securities Exchange Act, under which Schedule 





C. Material Features of the Plan or Transaction 


Both Items 14 and 16 of Schedule 14A require a 
description of the “material features” of the plan or 
transaction.'* In this regard, the Division wishes to 
emphasize, that because of the conflicts that may 
exist if management, which may have the interests 
described above, negotiates the selling price of the 
assets as well as their own employment arrangements 
and the form of the transaction, it is important that 
material aspects of the transaction be adequately dis- 
closed so that shareholders may fully appreciate the 
nature of the transaction for which their approval is 
sought.15 


1. Employment Arrangements 


The Division believes it is particularly important that 
shareholders be apprised of the material terms of any 
employment arrangements to be entered into by 
management in connection with the Sale of Assets 
Transaction. The Division suggests that a comparison 
of the manager’s compensation under the new 
arrangements with his average compensation from the 
Public Seller during an appropriate prior period be 
included in order to clarify the operation of the new 





14A is promulgated, is intended to promote “the free 
exercise of the voting rights of stockholders” by 
ensuring that proxies would be solicited with 
“explanation to the stockholder of the real nature of 
the questions for which authority to cast his vote is 
sought.” H.R: Rep. No. 1383, 73d Cong., 2d Sess. 13 
(1934). See also, “J.I. Case Co. v. Borak,” 377 U.S. 
426, 431 (1964); “Mills v. Electric Auto-Lite Co.,” 396 
U.S. 375, 381 (1970). 


It may, for example, be useful to Show the amount of 
tax that would be payable, if the transaction were 
structured to be taxable, by hypothetical taxpayers in 
various tax brackets holding shares with various 
assumed bases. 


14The relevant text of Item 14 is set forth in note 9, 
supra. Item 16, 17 CFR 240.14a-101, requires, in 


addition to a number of specified items of 


information, that the issuer: 


[O]utline briefly any other material features 
of the contract or transaction. 


15see the discussion under “General” about certain 
steps that have been taken by some issuers to 
minimize such conflicts. 


compensation formula. If the compensation under the 
new arrangements is, in part, dependent upon 
earnings, it would be helpful if disclosure also 
indicates what the manager would have earned under 
such arrangements, based on the Public Seller's 
earnings for its last fiscal year, and for a reasonable 
time in the future, based on stated assumptions with 
respect to earnings. ! In addition, any agreement by 
the Purchaser to make significant capital investments 
in the business would usually be pertinent. This 
information also may provide shareholders with some 
insight into the reasons for the transaction as well as 
the fairness of the consideration to be received. 


2. Terms of Financing 


Although the Purchaser assumes the Public Seller’s 
liabilities, the Public Seller may nevertheless remain 
obligated if any assumed liabilities are not discharged 
by the. Purchaser because of inadequate financial 
resources or otherwise. The Purchaser’s ability to dis- 
charge such liabilities depends upon its financial con- 
dition and the results of the Purchaser’s future 
operations. In addition, the Purchasers ability to 
secure the necessary financing is very often a 
condition to consummation of the sale. Shareholders 
should be provided with sufficient information to 
assess the risk that the Seller will be secondarily 
liable on debts assumed and the possibility that the 
transaction may not in fact be consummated due to 
financing problems. In addition to customary 
information, financial and otherwise, about the Public 
Seller's business, such information should generally 
include a detailed description of the Purchaser’s 
financing arrangements with respect to the purchase 
and relevant financial data, including pro forma 
financial statements of the Purchaser. Under certain 
circumstances, the identity of persons controlling the 
Purchaser may be significant, especially if they have 
guaranteed payment of the liability assumed. 


3. Factors with respect to Consideration 


Proxy statements concerning Sale of Assets Trans- 
actions should also include, as is specifically required 





16The stated assumptions may be hypothetical and 
need not involve actual projections of earnings. See 
Securities Act Release no. 5992 (Nov. 7, 1978) 43 FR 
53246 (Nov. 15, 1978). 


17, brief outline of the facts bearing on the fairness 
of the consideration is required by Item 16 of 
Schedule 14A. See note 16, infra for the relevant text 
of that item. 
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by Item 16 of Schedule 144,18 a brief discussion of 
the facts which bear upon the fairness of the price 
offered. In this regard, all factors should be outlined, 
including where appropriate, a discussion of whether 
other alternatives were considered or the terms of any 
recent prior offers or negotiations with respect to any 
extraordinary corporate transaction, such as the sale 
of a substantial portion of the Public Seller's assets or 
stock, a merger, reorganization, tender offer, 
purchase of stock or other similar transaction. 


Under certain circumstances, it would be appropriate 
to disclose information known to management about 
any assets the fair market value of which is materially 
greater than their book value and which are (i) not 
necessary to the Selling Company’s operations as a 
going concern and which could subsequently be sold 
by the Private Purchaser or the lender or (ii) to the 
knowledge of management are material to the lender’s 
decision to finance the purchase price. Such assets 
might include marketable securities, real estate or 
mineral rights. Further, since consummation of the 
transaction is often conditioned on the obtaining of 
necessary financing, this information might also be 
pertinent to the extent such assets are to be used as 
collateral in connection with the financing of the pur- 
chase. Material terms of financing which the Private 
Purchaser is able to obtain to purchase the assets 
may also have a bearing on the fairness of the 
consideration. 


4. Tax Consequences 


Because of the complexity of the tax consequences 
generally and the risk in some transactions that the 
Public Seller may become a personal holding 
company,'Y or may not be eligible for the favorable 
tax treatment accorded regulated investment com- 
panies, care should be taken to fully discuss 
potential tax consequences in a manner that is easily 
comprehensible to the average investor. 


D. Rights of Shareholders under State Law 


As discussed above, Item 14 of Schedule 14A requires 





18That portion of the item states: 


To the extent practicable, outline briefly 
the facts bearing upon the question of 
fairness of the consideration. 


19See Section 542 of the Internal Revenue Code of 
1954, as amended. 


20See Id., at Section 851 and note 6, supra. 
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a description of the material features of the plan and a 
discussion of its general effect on the rights of 
existing shareholders.2! If under applicable state law 
appraisal rights are not available to dissenting share- 
holders, it is important that the proxy statement 
briefly outline what rights may be available under 
state law to shareholders who object to the trans- 
action. 


E. General 


Some proxy statements filed with the Commission 
have involved plans which included provisions to 
ensure that the interests of the public shareholders 
are given careful consideration. The Division is 
publishing information about these provisions 
because other issuers may wish to consider their use. 


One such provision neutralizes the votes of the 
individuals who may have conflicts of interest by 
requiring that their shares be voted for or against the 
proposed transaction in the same proportion as the 
votes of all other security holders. 


Another provision involves the engagement of a 
“Special Review Person,” who is disinterested in the 
transaction and has no material affiliations with the 
Purchaser or Public Seller, to represent and negotiate 
on behalf of the Public Seller's public stockholders. 
The Special Review Person may be authorized to 
negotiate on all matters regarding the agreement of 
sale, including the structure of the transaction and the 
consideration to be paid as well as to opine as to 
whether or not the transaction as structured is fair to 
the public stockholders. The Special Review Person’s 
conclusions and recommendations are included in the 
proxy statement. 


In addition, some plans have required an independent 
appraisal of the assets to be sold and/or an opinion 
with respect to the fairness of the consideration. In 
this regard, it would be important to disclose all 
material facts with respect to the fee arrangement and 
any material relationships between the _ individual 
rendering the opinion or appraisal and the company or 
its affiliates and to briefly describe the factors on 
which the opinion or appraisal are based, the 
procedures followed in making the determination and 





21in addition, Item 2 of Schedule 14A, 17 CFR 
240.14a-101, specifically requires that an issuer: 


Outline briefly the rights of appraisal or 
similar rights of dissenters with respect to 
any matter to be acted upon... 





whether the price was determined by the board before 
consultation with the investment banker. 


Consistent with the recommendatins of the Advisory 
Committee on Corporate Disclosure, the Division 
intends to carefully review proxy statements con- 
cerning Sale of Assets Transactions, with a view 
towards requiring more uniform and adequate dis- 
closures of the potential conflicts of interest and 
other information necessary to permit shareholders to 
fully understand and evaluate the nature of the pro- 
posed transaction.“ Issuers are reminded of their 
obligations under the antifraud provisions of the 
securities laws which, under certain circumstances, 
may necessitate disclosures in addition to those 
items specifically required. 


Accordingly, 17 CFR Part 241 is amended by adding 
“Statement of the views of the Commission’s Division 
of Corporation Finance with respect to disclosure in 
proxy statements containing certain sale of assets 
transactions.” 


By the Division of Corporation Finance, pursuant to 
delegated authority. 


George A. Fitzsimmons 
Secretary 








22The Commission has expressed its concern that 
shareholders be provided with full disclosure in this 
regard. In the Matter of Woods Corporation, Securities 
Exchange Act Release No. 15337, supra. 


23The Advisory Committee on Corporate Disclosure 
(“Advisory Committee”), in its report to the Securities 
and Exchange Commission, urged the Commission to 


direct its staff, particularly in matters involving 
possible conflicts of interests, to review proxy state- 
ments more closely in order to obtain better and more 
uniform disclosures with respect to proposals which 
may substantially affect the interests of shareholders. 
Report of the Advisory Committee on Corporate 
Disclosure to the Securities and Exchange Commis- 
sion, Committee Print 95-29, House Committee on 
Interstate and Foreign Commerce, 95th Cong., 1st. 
Sess., Nov. 3, 1977, at pp. 399, 416. With respect to 
anti-takeover or similar proposals which were of 
particular concern to the Advisory Committee, the 
Division issued specific instructions to its staff and 
recently published the instructions in a public release. 
Securities Exchange Act Release No. 15230 (Oct. 13, 
1978) 43 FR 49863. See also Securities Act Release 
No. 5906 (Feb. 15, 1978). 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 15573/February 15, 1979 


In the Matter of 


ALTERNATIVE INVESTMENTS CORPORATION 
(8-20299) 


JOSEPH E. KARROLL 
15265 Ventura Boulevard 
Sherman Oaks, California 


Admin. Proc. File No. 3-5659 


ORDER INSTITUTING PROCEEDINGS AND IM- 
POSING REMEDIAL SANCTIONS 


In connection with proposed administrative pro- 
ceedings, Alternative Investments Corporation (‘‘Alter- 
native”), a registered broker-dealer, and Joseph E. 
Karroll, president, a director, chief executive officer, 
and majority shareholder of Alternative, have sub- 
mitted offers of settlement which the Commission has 
determined to accept. 


Solely for the purpose of these proceedings and any 
other proceedings pursuant to specified sections of 
the Securities Exchange Act of 1934 (‘Exchange 
Act”), the Securities Act of 1933 (“Securities Act”) the 
Investment Advisers Act of 1940 and the Securities 
investor Protection Act of 1970, and without admitting 
or denying the findings herein, Alternative and Joseph 
E. Karroll consent to the findings and sanctions set 
forth below. 


Accordingly, IT IS ORDERED, that proceedings pur- 
suant to Section 15(b) of the Exchange Act be, .and 
hereby are, instituted. 


On the basis of the order for proceedings and the 
offers of settlement, it is found that Alternative and 
Joseph E. Karroll wilfully violated Section 10(b) of the 
Exchange Act and rule 10b-5 thereunder, and that 
Alternative, willfully aided and abetted by Karroll, wil- 
fully violated Sections 7, 15(c), 17(a) and 17(f) of the 
Exchange Act and Rules 15c3-1, 15c3-3, 17a-3 and 
17f-2 thereunder and Regulation T promulgated there- 
under by the Board of Governors of the Federal 
Reserve System. 


in consideration of the foregoing, it is in the public 
interest to impose the remedial sanctions specified in 
the Offers of Settlement. 


Accordingly, IT IS ORDERED that the broker-dealer 
registration of Alternative Investments Corporation be, 
and hereby is, revoked. 
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IT IS FURTHER ORDERED that Joseph E. Karroll be, 
and hereby is, barred from being associated with any 
broker or dealer: 


1. Asa financial principal; 


2. In any supervisory capacity which vests 
him with responsibility for the preparation 
and/or approval of financial statements, 
and/or net capital computations, including 
any schedules prepared in support thereof; 
and 


3. In any supervisory capacity which vests 
him with responsibility for the extension 
and maintenance of credit to purchase or 
carry securities. 


IT iS FURTHER ORDERED that Joseph E. Karroll and 
any broker or dealer with whom he becomes associ- 
ated shall file affidavits with the staff of the 
Commission attesting to Karroll’s compliance with 
this order. Three years from the date of entry of this 
order Karroll may apply to become associated as a 
financial principal or in any supervisory capacity 
based upon a showing of good cause. For purposes of 
this order, “good cause” means that Karroll shall 
submit to the Commission the following documents: 


A. A _ statement under oath signed by 
himself setting forth the following: 


1. That he has complied with the terms of 
the proposed order; and 


2. Fora total of three years, he has been 
associated with one or more registered 
broker-dealers. 


B. Statements under oath from all broker- 
dealers with which he was _ associated 
during the preceding three years that they 
are not aware of any acts, practices, or 
courses of conduct by Karroll which appear 
to be in violation of the federal securities 
laws or any pertinent state laws or rules of 
a self regulatory organization; and 


C. Written evidence that within the 
preceding six months, he has passed the 
financial principal’s examination adminis- 
tered by the National Association of 
Securities Dealers. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 15574/February 15, 1979 


In the Matter of 


NEW YORK STOCK EXCHANGE, INC. 
11 Wall Street 
New York, New York 10005 


(SR-NYSE-78-67) 
ORDER APPROVING PROPOSED RULE CHANGE 


On December 26, 1978, the New York Stock Exchange, 
Inc. (the ‘“‘NYSE’’) filed with the Commission, 
pursuant to Section 19(b)(1) of the Securities 
Exchange Act of 1934, 15 U.S.C. 78(s)(b)(1) (the 
“Act”) and Rule 19b-4 thereunder, copies of a 
proposed rule change which consolidates into a new 
Rule 351 the requirement that each member 
organization or member not associated with a member 
organization report to the NYSE certain specified 
information which may reflect a violation of federal 
securities laws or NYSE rules on the part of such 
member or member organization, or any member, 
allied member or employee associated with such 
member or member organization. The proposal, in 
addition to making certain minor changes in the type 
of information that must be reported, would extend 
the reporting obligations of the member or member 
organization to information concerning non-registered 
as well as registered employees. Thus, the reporting 
requirements would extend to any person associated 
with a member, who under the Act may be subject to 
disciplinary action by the NYSE. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release 
(Securities Exchange Act Release No. 34-15460, 
January 4, 1979) and by publication in the Federal 
Register (44 F.R. 3109, January 15, 1979). The 
Commission has received no written communications 
relating to the proposed rule change. 


The Commission finds that the proposed rule change 
is consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to 
national securities exchanges, and in particular, the 
requirements of Section 6, and the rules and 


regulations thereunder. The proposal provides the 
NYSE with the means to gather information it needs 
to enforce compliance by its members and persons 
associated with its members, with the provisions of 
the Act, the rules and regulations thereunder, and the 
NYSE rules. 





IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned pro- 
posed rule change be, and it hereby is, approved. 


For the Commission, by the Division of Market 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15575/February 22, 1979 


The Securities and Exchange Commission today 
announced a program for implementing certain of the 
recommendations made by the Special Study of the 
Options Markets (the “Options Study”)! and for termi- 
nating the voluntary moratorium on further expansion 
of the standardized options markets.* Consistent with 
the scheme of self-regulation embodied in the 
Securities Exchange Act of 1934 (the “Act’’), the 
Commission is asking each self-regulatory organi- 
zation on which standardized options presently are 
traded or which has proposed to initiate a program for 
the trading of such options®, and the Options 
Clearing Corporation (““OCC’’), to join with the 
Commission in a cooperative effort to implement 
many of the Options Study’s recommendations, pur- 
suant to the plan and projected timetable set forth in 
the latter part of this release. 


The plan is based on a determination by the 





1The Report of the Options Study was made publicly 
available on February 15, 1979. See Securities 
Exchange Act Release No. 15569 (February 15, 1979). 


2SeeSecurities Exchange Act Release No. 13760 (July 
18, 1977), 42 FR 38035 (July 26, 1977); Securities 
Exchange Act Release No. 14878 (June 22, 1978); 
Securities Exchange Act Release No. 15026 (August 3, 
1978); and Securities Exchange Act Release No. 15485 
(January 10, 1979). 


3These are: the American Stock Exchange, Inc. 
(“Amex”); the Chicago Board Options Exchange, 
Incorporated (“CBOE”); the Midwest Stock Exchange, 
Incorporated (“MSE”); the National Association of 
Securities Dealers, Inc. (“NASD”); the New York Stock 
Exchange, Inc. (“NYSE”); the Pacific Stock Exchange 
incorporated (“PSE”); and the Philadelphia Stock 
Exchange, inc. (“Phix”). 


Commission that, before further expansion of the 
standardized options markets can be permitted, the 
deficiencies identified by the Options Study in the 
regulatory framework governing the standardized 
options markets must be corrected to ensure that 
those markets operate in a manner consisient with the 
Act. The plan also reflects the Commission’s con- 
clusion that immediate implementation of a number of 
the Options Study’s recommendations is necessary to 
achieve that goal. The Commission, therefore, is 
requesting the self-regulatory organizations to 
continue to honor the voluntary moratorium, by 
refraining from filling previously authorized but 
unfilled options classes and by deferring the filing of 
proposals that would expand or materially alter 
existing options trading programs, or that would 
initiate new options trading programs, until the steps 
outlined in this release for effectuating most of the 
Options Study’s recommendations have been 
completed. 


The plan set forth in this release specifies those 
actions the Commission asks each self-regulatory 
organization to take, and certain actions the 
Commission itself will take, in response to the 
Options Study’s recommendations. These actions are 
grouped under three main headings: first, actions 
which must be addressed by the self-regulatory 
bodies and the Commission prior to expansion; 
second, actions which the Commission asks the 
self-regulatory organizations to consider and report on 
by the end of the year; and third, certain actions to be 
taken by the Commission. These actions, particularly 
those grouped under the first heading, are addressed 
primarily to the protection of investors, to be 
achieved, in large part, by self-regulatory rules 
concerning such matters as improper sales practices, 
determinations of suitability, misleading sales 
presentations, inadequate training and supervision of 
personnel, and internal controls through record- 
keeping, together with improved self-regulatory sur- 
veillance and compliance procedures. The plan 
contemplates completion, within six months, of those 
actions which the Commission believes must be taken 
before the moratorium can be lifted. If the self- 
regulatory organizations agree to take the steps speci- 
fied in the plan, the Commission intends to defer final 
action on proposed Securities Exchange Act Rule 
Q9b-1(T). 


The Commission’s request that the self-regulatory 
organizations act promptly, on a voluntary basis, to 





4Securities Exchange Act Release No. 14056 (October 
17, 1977), 42 FR 56706 (October 27, 1977). 
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resolve the regulatory problems identified by the 
Options Study reflects the essential role each of these 
organizations must fulfill to maintain the integrity of 
the standardized options markets. Indeed, many of 
the Options Study’s recommendations could not have 
been formulated without the assistance which the 
self-regulatory organizations provided to the Options 
Study staff in the course of its work. The Commission 
is confident that, through continued cooperation of 
this kind and a coordinated effort by the self-regula- 
tory organizations and the Commission, the 
regulatory concerns which prompted the Commis- 
sion’s initial request for a voluntary moratorium—con- 
cerns documented by the findings of the Options 
Study—can be substantially resolved, and the 
moratorium terminated, within the next six months. 


As noted above, the Commission believes that the 
options moratorium should be terminated once the 
actions specified in its plan have been completed. To 
achieve that goal within six months, however, close 
cooperation among the self-regulatory organizations 
is essential. The Commission’s resources are not 
sufficient to permit it to respond to separate and 
varying self-regulatory organization proposals to 
implement the Options Study recommendations 
within that relatively brief period of time. For this 
reason, the Commission has determined to urge the 
self-regulatory organizations to work together to 
develop, wherever possible, uniform responses to 
each of the Options Study’s recommendations within 
the Commission’s projected timetable for action on 
each recommendation. Only through such uniform 
and coordinated action will the Commission be able 
to complete action on these initiatives and terminate 
the moratorium within six months. If necessary, the 
Commission is prepared to act on its own initiative to 
implement the recommendations of the Options 
Study. The Commission does not believe, however, 
that it could conclude such action within the time 
frame contemplated by the plan. 


Successful completion of the steps outlined in the 
plan will permit the Commission to begin considering 
proposals to expand existing options trading 
programs and to initiate new options trading 
programs. It will also enable the Commission to with- 
draw its request that self-regulatory organizations 
with existing standardized options trading programs 
refrain from filling previously authorized but unfilled 
options classes. The Commission will not, however, 
be in a position to give favorable consideration to 
expansionary options proposals filed by any self- 
regulatory organization which has failed to complete 
the actions specified in the plan. Indeed, such a 
failure could compel the Commission to take action to 
preclude any such organization from filling previously 
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authorized but unfilled options classes, and to take 
such other remedial steps as it deems appropriate. 


Because the Options Study was released publicly only 
last week, the Commission wishes to solicit public 
comment on its contents and on the plan articulated 
herein to implement the Options Study’s recom- 
mendations and to terminate the moratorium. The 
Commission believes, however, that the findings of 
the Options Study demonstrate that immediate and 
forceful action must be taken to correct deficiencies 
in the existing scheme of Commission and self- 
regulatory organization regulation of the standardized 
options markets. The Commission, therefore, is 
limiting to 30 days the comment period on its plan to 
implement the Options Study’s recommendations. In 
addition, in order to proceed as expeditiously as 
possible, the Commission urges the self-regulatory 
organizations to begin immediately, and before the 
expiration of the comment period, to take the steps 
requested of them under the implementation plan. 


The Commission will work closely with the self- 
regulatory organizations to ensure that all steps out- 
lined in the plan are completed as efficiently and 
expeditiously as possible and within the time speci- 
fied. In addition, although the plan is addressed 
primarily to the protection of retail customers, the 
Commission intends, during the next six months, to 
consider certain of the key options market structure 
issues discussed in the Options Study Report. The 
Commission plans to focus first on the addition of 





5The timetable contemplated by the Commission’s 
plan is designed to afford all self-regulatory organiza- 
tions an opportunity to complete, within six months, 
the steps requested of them as a prerequisite to 
expansion. The timetable also reflects the Commis- 
sion’s estimate of the time within which it will be able 
to respond to these initiatives, provided that the 
proposed rule changes necessary to carry out the 
Options Study’s recommendations are uniform and 
are presented simultaneously to the Commission as 
specified in the plan. If the plan is successfuly, the 
Commission expects to remove the moratorium as to 
all self-regulatory organizations at the same time. 
Thus, the existing options exchanges could begin to 
fill previously authorized but unfilled options classes 
simultaneously and the Commission would be in a 
position to consider expansionary proposals filed 
thereafter by any self-regulatory organization. The 
Commission wishes to emphasize, however, that if its 
implementation plan does not proceed as scheduled, 
it may be necessary to extend the moratorium, either 
on a voluntary basis or by formal Commission action, 
as to some or all self-regulatory organizations. 





new standardized put options classes and on the 
question of whether restrictions should be placed on 
multiple or “dual” trading of standardized options. 
The Commission invites further public comment on 
these issues to assist it in its deliberations and to 
facilitate their resolution by the end of the six-month 
period. The Commission also intends to consider, in 
the near future, the proposed merger between the 
Chicago Board Options Exchange, Incorporated, and 
the Midwest Stock Exchange, Inc., and to announce 
its decision on that proposal as promptly as 
possible.§ 


To the extent it is able to do so, given other demands 
on its time and resources, the Commission also will 
begin considering, during the next six months, the 
remaining significant options market structure 
questions discussed in the Options Study Report, to 
prepare for final resolution of these questions in the 
context of specific expansionary proposals which may 
be filed by the self-regulatory organizations after 
termination of the moratorium. The Commission, 
however, cannot now commit itself to a firm timetable 
within which the difficult issues posed by certain of 
the proposals that may be filed can be resolved. 


Comments in response to this release should be sub- 
mitted in writing, and in triplicate, to George A. Fitz- 
simmons, Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549, and should 
refer to File No. S7-772. All submissions will be made 
available for public inspection at the Commission’s 
Public Reference Section, Room 6101, 1100 L Street, 
N.W., Washington, D.C. Comments on the Commis- 
sion’s plan and projected timetable for implementing 
the Options Study’s recommendations should be 
submitted by March 26, 1979. 


* * 


PLAN AND PROJECTED TIMETABLE FOR IMPLE- 
MENTING CERTAIN RECOMMENDATIONS OF THE 
OPTIONS STUDY 


On the basis of its review of the findings and recom- 
mendations of the Options Study Report, the 
Commission has determined that prompt action 
should be taken by the self-regulatory organizations 
and the Commission to ensure that the regulatory 
programs applicable to trading in standardized 
options satisfy the objectives and requirements of the 





6See File Nos. SR-MSE-78-30 and SR-CBOE-78-34, 
Securities Exchange Act Release Nos. 15494 and 
15495 (January 12, 1979), 44 F.R. 4073 (January 19, 
1979). 


Act. The Commission, therefore, asks the NASD, the 
OCC, and each national securities exchange which 
presently trades, or has proposed to trade, 
standardized options to take the following steps to 
implement certain of the Options Study recom- 
mendations. 


|. Options Study Recommendations Which Must be 
Addressed Prior to Expansion 


Set forth below are those Options Study recom- 
mendations which the Commission believes must be 
addressed by the self-regulatory organizations and the 
Commission before further expansion of the 
standardized options markets is permitted to occur. In 
order to effect certain of the changes contemplated by 
these recommendations, the Commission proposals 
to amend their existing rules or to adopt new rules. 
The Commission also requests the self-regulatory 
organizations to make certain improvements in their 
surveillance and compliance procedures. In the case 
of particular recommendation which the Commission 
believes may take longer than six months to imple- 
ment fully, notwithstanding an earnest effort by the 
self-regulatory organizations, the Commission asks 
the self-regulatory organizations to undertake to 
complete their implementation efforts by a specified 
date. The Commission will work closely with the self- 
regulatory organizations to assure that the problems 
and regulatory deficiencies identified by the Options 
Study are corrected as promptly as possible. 


A. Options Study Recommendations Which Call for 
Self-Regulatory Organization Rule Change Proposals 


The Commission asks the self-regulatory organi- 
zations to submit proposals to amend their existing 
rules, or to adopt new rules, which will implement the 
Options Study recommendations listed below. In 
order to realize the Commission’s objective of termi- 
nating the voluntary moratorium on expansion of the 
options markets in six months, it will be necessary for 
the self-regulatory organizations to work together to 
develop uniform rule proposals which will realize the 
objectives of each of these recommendations; to file 
all uniform proposals relating to a particular 
recommendation at the same time; and to complete 
the submission of these proposals no later than 90 
days from the date of this release. The Commission 
also asks the self-regulatory organizations to begin 
filing their uniform proposals as promptly as possible 
and to stagger their filings throughout the ninety-day 
period according to a schedule agreed upon by all of 
them and submitted to the Commission. The 
Commission intends to complete its review and action 
on each group of uniform rule proposals within 90 
days after they are filed. 
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The Commission believes that uniform self-regulatory 
organization rules are necessary and appropriate in 
this context since most of the problems identified by 
the Options Study which can be corrected by self- 
regulatory organization rule changes are industry-wide 
and bear little or no relationship to operational 
differences among the self-regulatory organizations.” 
Uniformity also will help to reduce the compliance 
burdens on those brokers and dealers which are 
members of two or more self-regulatory organizations. 
In addition, uniform and simultaneously-filed rule 
change proposals will reduce substantially the 
amount of Commission and staff time required to 
review the proposals, and will permit the Commission 
to issue a consolidated notice of the filing of, and a 
consolidated order reflecting its action on, all uniform 
self-regulatory organization proposals to implement 
each Options Study recommendation. Uniformity and 
simultaneous filing of these proposals, therefore, will 
be essential if the Commission is to meet its goal of 
completing action on these proposals within 90 days 
after they are filed. 


The Commission recognizes that the self-regulatory 
organizations and their member firms may require 
additional time to comply with certain of the rule 
changes recommended by the Options Study 
(identified in § 2 below) and, in those instances, the 
Commission requests that the self-regulatory organi- 
zations file the necessary rule changes within the next 
90 days, but provide that the rules shall be effective 
as of a specified future date agreed upon by all of 
them. 


For the reasons discussed above, the Commission 
requests that the self-regulatory organizations specify 
uniform effective dates for all proposals relating to a 
particular recommendation. 


In some instances, the Commission has determined 
that the self-regulatory organizations should be given 
the opportunity to develop alternative solutions to the 
concerns underlying the Options Study’s recom- 
mendations. With respect to those recommendations 
(identified in § 3 below), the Commission asks that 
the self-regulatory organizations submit undertakings 
to develop appropriate methods, through rules or 
otherwise, of preventing the abuses identified by the 





7The Commission realizes that nothing in the Act or 
the Commission’s rules thereunder requires self- 
regulatory organizations to act in this kind of coordi- 
nated manner in responding to common regulatory 


needs. Without such action, however, in this 
instance, it would be impossible to adhere to the six- 
month timetable for termination of the options 
moratorium. 
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Options Study which these recommendations 
address. 


1. Options Study recommendations which the self- 
regulatory organizations are asked to implement by 
filing, within the next 90 days, uniform rule change 
proposals to become effective immediately upon 
approval by the Commission. 


a. The. self-regulatory organizations 
(“SROs”) should amend their options rules 
(i) to provide a standard options 
information. form which requires that 
broker-dealers obtain and record sufficient 
data, as specified by the rules, to support a 
suitability determination; and (ii) to require 
firms to adopt procedures to insure that all 
the information on which account approval 
is based is properly recorded and reflected 
in the firm’s records. (Ch. V, p. 66).8 


b. The SRO’ should amend their options 
account opening rules to require that (i) the 
management of each firm send to every 
new options customer for his verification a 
copy of the form containing the customer’s 
Suitability information; and (ii) the 
source(s) of customer suitability informa- 
tion, including the basis for any estimated 
figures, be recorded on the customer 
information forms. (Ch. V, p. 62). 


c. The SROs should amend their rules to 
require that member firms semi-annually 
confirm the currency of customer suit- 
ability information. (Ch. V, p. 69). 


d. The SROs should adopt recordkeeping 
rules which require that member firms keep 
copies of account statements, and back- 
ground and financial information for 
current customers, and maintain these 
records both in a readily accessible place 
at the sales office at which the customer’s 
account is serviced and in a readily acces- 
sible headquarters office location. (Ch. V, 
p. 75). 


e. The SROs should revise their options 
customer suitability rules to prohibit a 
broker-dealer from recommending any 





8References are to chapters and page numbers of the 
Options Study Report which contain each recommen- 
dation. The text of the Options Study Report 
preceding each of the recommendations explains the 
recommendation and the concerns underlying it. 





opening options transaction to a customer 
unless the broker-dealer has a reasonable 
basis for believing the customer is able to 
evaluate the risks of the particular recom- 
mended transaction and is financially able 
to bear the risks of the recommended 
positions. (Ch. V, p. 55).9 


f. The SROs should adopt recordkeeping 
rules which require member firms which 
have branch offices to keep copies of 
customer complaints, customer suitability 
information and customer account state- 
ments at both the branch office where the 
account is serviced and the headquarters 
office. (Ch. VI, p. 38). 


g. The rules of the SROs should be 
amended to require that brokerage firms 
assign at least one high ranking person 
who is qualified as a Registered Options 
Principal (“ROP”) to perform, or to directly 
supervise, home office compliance pro- 
cedures relating to options. The rules 
should provide that, absent a clear showing 
of compelling circumstances, this person 
have no sales functions, direct or indirect, 





2The Options Study also made the following related 
recommendation: 


The rules of the SROs should be amended 
to prohibit firms from recommending open- 
ing options transactions to any customer 
who refuses to provide information, and for 
whom the firms do not otherwise have 
independently verified information suf- 
ficient for the suitability determination. 
(Ch. V, pp. 56-57). 


The Commission believes that, if the self-regulatory 
organization amend their suitability rules as recom- 
mended in paragraph 3, above, those rules, together 
with self-regulatory organization guidelines and inter- 
pretations, should be sufficient to prevent the type of 
sales practice abuses which the above-quoted recom- 
mendation was designed to address. The Commission 
requests the self-regulatory organizations to consider, 
however, whether a separate amendment to their suit- 
ability rules is necessary to correct the abuses which 
may result from customer refusals to furnish suit- 
ability information to member firms. The Commission 
also intends to consider the need for such a rule and 
to closely oversee the enforcement and effectiveness 
of self-regulatory organization suitability rules in its 
continuing review of the investor protections 
applicable to the options markets. 


relating to options or otherwise. (Ch. V, p. 
47). 


h. The SROs should amend their rules: (i) 
to require member firms to notify SROs 
promptly in writing of all internal 
disciplinary actions against employees, 
and (ii) to provide that when a registered 
individual’s employment is terminated or 
he resigns from a member firm, the SRO 
shall retain jurisdiction over the individual 
for a reasonable time. The SROs should 
also vigorously enforce member firm 
compliance with the notification require- 
ments. (Ch. VI, p. 44). 


i. The SROs should amend their rules to 
require (i) that whenever rates of return in 
options accounts are calculated for dis- 
closure to investors, all relevant costs must 
be included in the computation; and (ii) 
that whenever annualized returns are used 
to express the profitability of an options 
transaction, all material assumptions in the 
process of annualizing must be disclosed 
to the investor and a written record of any 
rate of return quoted to a customer must be 
kept. (Ch. V, p. 110). 


j. The SROs should (i) develop uniform 
standardized options worksheet forms 
which require disclosure of all relevant 
costs and other information, including an 
appropriate discussion of the risks involved 
in proposed transactions; and (ii) prohibit 
the use of any options worksheets other 
than the new uniform formats and require 
that all items in the new worksheets be 
completed whenever used. (Ch. V, p. 130). 


k. The SROs should require that copies of 
all options worksheets which are shown or 
sent to existing or prospective customers, 
or which are used as the basis for any sales 
presentation to a customer, be retained by 
member firms for an appropriate time in a 
separate file in the sales office with which 
the customer has an account. 

(Ch. V, p. 132). 


|. The SROs should amend their rules to 
require that: 


(i) All performance reports shown, given 
or sent to customers by member firms be 
initialed by the firm’s local office super- 
visor to indicate a determination by that 
supervisor that the performance report 
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2. 


fairly presents the status of the account or 
the transactions reported upon; 


(ii) Copies of all such performance 
reports shown, given or sent to customers 
be retained by member firms in a separate 
file at the local sales office. (Ch. V, p. 133). 


m. The SROs should amend their rules to 
require member firms to adopt promptly a 
uniform method for the random allocation 
of exercise notices among customer 
accounts. (Ch. V, p. 192). 


n. The SROs should require member 
firms to keep sufficient specific work- 
papers and other documentation relating to 
allocations of exercise notices in proper 
order of time so that a firm’s compliance 
with the uniform exercise allocation system 
can be verified promptly for an appropriate 
period. (Ch. V, p. 194). 


o. The SROs should adopt rules (i) to 
require all registered market makers to 
report to the SROs, promptly and in 
writing, all accounts, for stock and options 
trading, in which they have an interest or 
through which they may engage in trading 
activities, and (ii) to prohibit trading by 
market makers through accounts other than 
those reported. (Ch. IV, p. 34). 


p. The SROs should adopt rules requiring 
all registered options market makers to 
report to the SROs by appropriate means 
and on a daily basis: (i) the time that each 
stock order for the market maker’s account, 
or an account in which he has an interest 
was transmitted for execution; (ii) the type 
and terms of each order; (iii) the time 
reports of any executions were received, 
and the volume and prices of those 
executions; and (iv) the opening and 
closing stock positions for each account in 
which the market maker has an interest. 
(Ch. IV, p. 33). 


q. All SROs should (i) issue interpreta- 
tions of their rules to make clear that front- 
running by their members is inconsistent 
with just and equitable principles of trade 
and, (ii) take prompt disciplinary action 
against those members who have been 
found to have engaged in front-running. 
(Ch. Ill, p. 64). 


Options Study recommendations which the 
Commission asks the self-regulatory organizations to 
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implement by filing, within the next 90 days, uniform 
rule change proposals to become effective upon 
approval by the Commission, or, if additional time is 
needed for the self-regulatory organizations or their 
member firms to comply with these rule changes, ona 
future effective date, no later than the end of this 
year, mutually agreed upon by the self-regulatory 
organizations. 


a. The SROs should adopt rules requiring 
the account statement of each options 
customer to show (i) the equity in the 
customer’s account with all options and 
other securities positions marked to 
market; (ii) the profit or loss in the account 
for the year to the date of the statement; 
and (iii) the amount of margin loans out- 
standing as well as commission charges 
applicable to each transaction and other 
expenses paid or payable for the period 
covered by the account statement and the 
year to the date of the statement. (Ch. V, p. 
85). 


b. The SROs should adopt rules to 
require that the principal supervisor of any 
and ail offices accepting options trans- 
actions be qualified as an ROP. (Ch. V, p. 
35). 


c. The SROs should amend their rules to 
require that each options customer over 
whose account discretion is to be 
exercised shall be provided with a detailed 
written explanation of the nature and risks 
of the program and strategies to be 
employed in his account. (Ch. V, p. 184). 


d. The SROs should amend their rules to 
require that the Senior Registered Options 
Principal (“SROP”) of each brokerage firm 
personally make a determination that each 
discretionary customer understands and 
can bear the financial risks of each options 
trading program or strategy for which it is 
proposed that the customer grant invest- 
ment discretion to the firm or any of its 
employees; and that the SROP make and 
maintain a record of the basis for each 
such determination. (Ch. V, p. 185). 


e. The SROs should adopt rules requiring 
that the headquarters office of each broker- 
dealer accepting options transactions by 
customers be in a position to review each 
customer's options account on a timely 
basis to determine (i) commissions as a 
percentage of the account equity; (ii) 
realized and unrealized losses in the 





account as a percentage of the customer’s 
equity; (iii) unusual credit extensions; and 
(iv) unusual risks or unusual trading 
patterns in a customer’s account. (Ch. V, 
p. 182). 


f. The SROs should adopt rules to require 
that the training of registered representa- 
tives who recommend options transactions 
to customers be formalized to include a 
minimum number of hours of approved 
classroom and on-the-job instruction. (Ch. 
V, p. 13). 


g. The SROs should establish and main- 
tain a central data file to be available to and 
used in common by all SROs, containing 
all customer complaints received directly 
by the SROs and the disposition of such 
complaints; the SROs should amend their 
rules to require their member firms to sub- 
mit all complaints received from custo- 
mers, and the disposition thereof, to the 
central data file. (Ch. VI, p. 41). 


3. The Options Study recommendations listed in this 
category call for specific changes in self-regulatory 
organization rules and are designed to curb the use, 
by broker-dealers and their registered representatives 
who sell listed options to public investors, of the 
types of misleading options sales presentations and 
promotional materials which are discussed in the text 
of the Options Study Report preceding each recom- 
mendation. The Commission believes that the self- 
regulatory organizations must act promptly to correct 
the sales practice abuses identified by the Study 
which underlie these recommendations, either 
through the adoption of the rule changes 
recommended by the Study or by other means which 
the self-regulatory organizations believe will best 
achieve these goals. The Commission, therefore, asks 
the self-regulatory organizations to submit, within the 
next 90 days, written undertakings detailing their 
plans for addressing these abuses, together with 
target dates by which they intend to complete their 
efforts. 


a. The SROs should take steps, by 
amending their rules or otherwise, to 
require that registered representatives be 
prohibited from showing the performance 
report of the options account of one 
customer to other existing or potential 
customers, unless composite figures which 
fairly present the performance of all that 
registered representative’s customer op- 
tions accounts during the same period are 
shown. (Ch. V, p. 133). 


b. The SROs should take steps, by 
amending their rules or otherwise, to 
require that member firms make available 
for public inspection unequivocal and 
comprehensive evidence to support any 
claims made on behalf of options “pro- 
grams” or the options “expertise” of sales- 
persons. (Ch. V, p. 114). 


c. The SROs should take steps, by 
amending their rules or otherwise, to 
require that when member firms use 
seminars to promote options, they make 
the following disclosures to those attend- 
ing: 


—lf the “lecturer” in the seminar is a 
brokerage firm employee compensated in 
whole or part by commissions, and is 
using the seminar technique to attract 
customers, his financial interest in the 
acquisition of customers from the audience 
should be disclosed; 


—Ilf a “program” or “system” described in 
the seminar is already in use, the 
cumulative experience of the program’s 
participants should be fully disclosed and 
documented, and the audience should be 
warned that past results are no measure of 
future performance; 


—lf the program is too new to have a 
performance history, the audience should 
be fully apprised of the untried nature of 
the program. (Ch. V, pp. 119-120). 


B. Options Study Recommendations Which Call for 
Improvements in the Self-Regulatory Organizations’ 
Surveillance and Compliance Procedures 


The Options Study recommendations in this category 
are designed to ensure improvements in the compli- 
ance and surveillance procedures of the self- 
regulatory organizations and to address deficiencies 
found by the Options Study. The Commission asks 


that, within the next 90 to 120 days, the self- 
regulatory organizations make certain of the 
recommended changes (identified in § 1 below). To 
the extent practicable and consistent with the vari- 
ations in the surveillance systems employed by each 
self-regulatory organization, the Commission asks the 
self-regulatory organizations to work together to 
develop uniform methods of responding to these 
recommendations of the Options Study. The 
Commission asks the SROs to submit to the 
Commission written documentation of the steps taken 
to implement these recommendations. The Commis- 
sion will review the documentation supplied and, 
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wherever necessary, will conduct on-site inspections 
of the self-regulatory organizations to determine 
whether the modifications fulfill the objectives of the 
Options Study’s recommendations. The Commission 
also will work with the self-regulatory organizations to 
remedy promptly any perceived deficiencies in the 
changes made. 


In the case of those recommendations for improved 
surveillance and compliance procedures which may 
require more than 120 days to implement (identified in 
§2 below), the Commission has asked the self- 
regulatory organizations to submit, within 120 days 
from the date of this release, written undertakings 
detailing their plans for implementing these recom- 
mendations and to supply target dates by which they 
will complete these efforts. Wherever possible, the 
Commission has asked that action on these recom- 
mendations be completed within the next six months, 
but in any event no later than the end of this year. 


1. Options Study recommendations which the 
Commission asks the self-regulatory organizations to 
implement within the next 90 to 120 days by 
modifying their compliance and surveillance pro- 
cedures. 


a. The Amex should establish a complete 
audit trail for each option transaction that 
takes place on the Amex floor and should 
submit a complete report on the results of 
its “pilot test” of such an audit trail within 
90 to 120 days of the date of this release. 
(Ch. IV, p. 25). 


b. The SROs should revise their account 
selection procedures when conducting 
routine examinations to ensure the use of a 
statistically valid random selection of 
accounts together with an account 
selection process designed to identify 
those accounts which have a higher pro- 
bability of being the subjects of particular 
sales practice abuses than other accounts. 
(Ch. VI, p. 52). 


c. In investigating complaints, inquiries 
or questionable activities, SROs should 
develop procedures which assure timely 
independent verification of evidence, in a 
manner suggested in Chapter VI of the 
Report, whenever such verification is 
obtainable. (Ch. VI, p. 61). 


d. SROs should interview public custo- 
mers regularly, as part of routine or cause 
sales practice examinations, whenever 
such interviews would be germane to the 
resolution of factual disputes or to 
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ascertain facts necessary to determine 
whether there is a reasonable likelihood 
that an SRO rule or provision of law has 
been violated. (Ch. VI, p. 20). 


e. The SROs should use due diligence to 
ascertain all relevant facts before closing a 
cause examination or investigation without 
action and should determine, and keep a 
record of the bases for determining, 
whether there is a reasonable likelihood that 
an SRO rule or provision of law has been 
violated. 


The SROs should establish procedures to 
assure that interviews with, or testimony of, 
members, supervisors, salespersons and 
others is obtained regularly in sales practice 
cause and routine examinations when 
necessary to determine whether there may 
have been a violation of the applicable laws 
or rules, to verify information obtained from 
other sources, or to resolve disputed issues 
of fact. (Ch. VI, p. 62). 


f. The SROs should routinely request 
access to any relevant compliance 
information retained by government agen- 
cies, including the Commission, in connec- 
tion with routine or cause sales practice 
examinations. (Ch. VI, p. 33). 


g. The SROs should make and retain a 
written record of each oral customer com- 
plaint, made in person or by telephone, 
evaluate each such complaint carefully, and 
take such complaints into consideration in 
planning routine and cause examinations. 
(Ch. VI, p. 20). 


h. The SROs should retain a record of the 
results of each routine or cause exami- 
nation, setting forth reasons why no action 
was taken when apparent violations were 
detected or why only informal disciplinary 
action was initiated, and should ensure that 
such records are reviewed periodically by 
each SROs governing board or committee. 
(Ch. VI, p. 80). 


i. The Amex should form a special 
committee of its Board of Governors that 
will review the investigation and enforce- 
ment activities of the exchange. The 
committee should be composed of floor and 
non-floor members, exchange officials and 
a representative of the public. In addition to 
its general review, the committee should 
specifically examine, at least every six 





months, every investigative file in which the 
investigative and enforcement activities of 
the staff have been completed. 


Each investigative file should identify the 
reasons that the investigation was initiated, 
the steps that were taken to investigate the 
matter, the conclusions that were reached 
concerning each aspect of the potentially 
violative conduct, the rationale for each 
conclusion, and full documentation to sup- 
port the result. (Ch. IV, pp. 63-64). 


j. The SROs should adopt a policy where- 
by a copy of each letter of caution or other 
document noting an informal disciplinary 
action against a registered representative is 
sent to the current employer of that 
registered representative and to the firm 
which employed him at the time of the vio- 
lation which resulted in such action. (Ch. 
Vi, p. 75). 


k. The SROs should restrict informal 
disciplinary actions to those cases involving 
minor, isolated rule violations that do not 
involve injury to public customers. (Ch. VI, 
p. 75). 


1. The SROs should develop a program in 
which surprise attendance by SRO 
representatives at seminars presented by 
their member firms forms part of their over- 
all inspection program relating to options 
sales practices. (Ch. V, p. 120). 


m. OCC should implement the revisions in 
its adjustment procedures described in the 
Options Study Report. (Ch. IV, p. 43). 


b. The SROs should conduct more 
comprehensive analyses of customer 
accounts, including an evaluation of the 
number and type of transactions in the 
account, relative risks, actual and un- 
realized profits and losses, commissions, 
and suitability of trading strategies for 
individual customers. SROs should also 
develop and use computerized systems to 
aid in the analysis of customer accounts. 
(Ch. VI, p. 58). 


c. - The SROs should develop standards for 
the establishment of minimum compliance 
programs for implementation by each SRO; 
the programs should provide industry-wide 
objectives for the monitoring, examination 
and disciplinary programs of the SROs and 
provide standards by which the success of 
the programs would be measured. (Ch. VI, 
p. 84). 


d. The SROs should revise the registered 
representative “options qualifying” exami- 
nations to require a thorough knowledge of 
options and of the options exchange rules 
designed to protect customers. These 
examinations should be readministered to 
all options salespersons, and all exami- 
nations should be given under controlled 
Surroundings by independent examiners. 
(Ch. V, p. 12). 


e. The ROP qualifications examination 
should be revised substantially to test 
candidates’ understanding of supervisory 
requirements relating to options as well as 
their knowledge of options. 


—All ROPs should be required to success- 


2. Options Study recommendations with respect to 
which the Commission asks the self-regulatory organi- 
zations to submit, within 120 days from the date of this 
release, undertakings to modify their compliance and 


fully complete this revised version of the 
examination administered under controlled 
conditions. (Ch. V, p. 31). 


surveillance procedures and target dates for comple- 


tion of those efforts. 


a. The SRO should revise and broaden 
their sales practice examinations, including 
their checklists and guidelines, to (i) assure 
that examiners will review all aspects of a 
firm’s procedures and dealings with the 
public, including the solicitation of 
customers and marketing of securities, (ii) 
provide that each sales practice exami- 
nation will include a thorough evaluation of 
the firm’s internal compliance system, and 
(iii) provide for on-site inspections of 


branch offices as appropriate. (Ch.VI, p.50). 


f. The SROs should devise a uniform 
detailed program for supervision of options 
trading within member firms which would 
establish minimum supervisory standards 
and procedures and which would address 
the issues raised in and incorporate the 
recommendations of Chapter V of the 
Options Study Report among those 
standards and procedures. (Ch. V, p. 45). 


g. The SROs should create a_ central 
repository of regulatory information about 
their common members and employees of 
such members (in addition to the central 
complaint file described at p. 13, supra.) for 
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shared use on a day-to-day basis. (Ch. VI, p. 
30). 


h. The SROs should develop standards for 
minimum position and transaction reporting 
rules and standardized inquiry forms. (Ch. 
IV, p. 55). 


i. The SROs should consider, and report 
to the Commission its conclusions, 
regarding the feasibility of identifying the 
actual time that a trade is executed to 
supplement surveillance information that is 
currently captured. (Ch. IV, p. 25). 


j. The SROs and their member firms 
should work to establish an economical 
method of identifying and distinguishing 
member firm proprietary and customer 
stock orders and transactions. (Ch. IV, p. 
36). The SROs should report to the 
Commission what steps they intend to take 
to implement this recommendation within 
45 days from receipt of the SIAC report on 
the feasibility and cost of distinguishing 
between proprietary and customer trades in 
the stock clearing process, and provide a 
target date for implementation of this 
recommendation. 


k. The SROs should use the integrated 
surveillance data base that they are 
establishing for stock and options trading 
to detect unlawful trading activities and 
conduct appropriate enforcement actions 
and to identify patterns of stock and options 
trading that should be regulated or 
prohibited. The SROs’ suggestions as to 
priorities for these studies should be sub- 
mitted to the Commission within 90-120 
days. The SROs should regularly report the 
results of such studies as they actually con- 
duct to the Commission. (Ch. Ill, p 58). 


C. Options Study Recommendations Which Require 
Joint Action by the Commission and the Self- 
Regulatory Organizations. 


Several of the Options Study’s recommendations 
which the Commission believes should be imple- 
mented before further expansion of the standardized 
options markets is permitted call for joint action by the 
Commission and the self-regulatory organizations to 
assure that adequate surveillance programs are in 
place at the OCC and each self-regulatory organization 
which trades standardized options. The Commission’s 
Division of Market Regulation will work closely with 
the self-regulatory organizations to assure that these 
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recommendations, listed below, are fully implemented 
within the next six months. 


1. When conducting oversight inspec- 
tions of the options exchanges, the 
Commission should review the surveillance 
techniques that each options exchange is 
using to assure that the most effective 
techniques available are being employed. 
(Ch. IV, p. 54). 


2. The Commission should conduct a 
complete investigation of the MSE options 
surveillance program. The inspection 
should seek to determine whether the MSE 
has the ability to enforce compliance with 
the Act, the rules and regulations there- 
under, and MSE rules with respect to 
options trading on the MSE floor. Ch. IV, 
p. 65).10 


3. The Commission should follow the 
progress of the Amex closely to assure that 
the exchange enhances the capabilities of 
its surveillance system and establishes a 
proper audit trail as quickly as possible. 
The Commission should receive a status 
report from its staff on the progress of the 
Amex initiatives within 180 days. (Ch. IV, 
p. 29). 


4. The Phix should provide the Commis- 
sion, within 90 days of the date of this 
release, with complete documentation 
regarding routine surveillance functions 
and investigations that the exchange per- 
forms showing that the PhIx is carrying out 
its statutory responsibilities properly. (Ch. 
IV, p. 59). 





10The Commission recognizes that, in the event the 
proposed merger between the CBOE and the MSE is 
consummated, this recommendation may become 
moot and that it may not be practicable for either the 
Commission or the MSE to expend the resources 
necessary to implement all of the Options Study 
recommendations. The Commission also recognizes 
that resolution of the questions presented by the 
merger proposal may affect the steps to be taken by 
the CBOE, as well as by the MSE and the 
Commission’s staff, toward implementing certain of 
the Options Study’s recommendations. For this 
reason, the Commission intends to address the 
merger proposal in the near future. 








5. OCC should consider the feasibility of 
imposing a surcharge for position adjust- 
ments that firms effect above a certain 
number of contracts. The number of adjust- 
ments that a firm should be permitted with- 
out the imposition of the charge should be 
determined, giving full consideration to the 
number of contracts that the firm regularly 
clears. In addition, OCC should consider 
the feasibility of requiring its member firms 
to balance their records to OCC records on 
a daily basis. The OCC should study these 
issues and report its conclusions and 
recommendations to the Commission 
within 90 days. (Ch. IV, pp. 43-44). 


ll. Options Study recommendations which the 
Commission asks the self-regulatory organizations to 
undertake to consider. The Commission asks the self- 
regulatory organizations to submit to the Commis- 
sion, no later than the end of this year, reports on the 
progress of their consideration of these recom- 
mendations. 


The Commission asks the self-regulatory organiza- 
tions to agree to consider the Options Study 
recommendations listed below, and to submit to the 
Commission, no later than the end of this year, 
reports on the progress they have made. Although the 
Commission encourages the self-regulatory organiza- 
tions to begin considering these recommendations as 
promptly as possible, the Commission does not 
believe that these recommendations must be imple- 
mented, or that the self-regulatory organizations must 
complete their consideration of them, before 
expansion to the standardized options markets is 
permitted to occur. 


1. The SROs should amend their rules in 
order specifically to permit the award of 
restitution as a disciplinary sanction, 
whenever such a sanction would be 
appropriate. (Ch. VI, p. 81). 


2. OCC should review its margin and 
clearing fund deposit rules regarding OCC 
members that clear market maker accounts 
with a view to determining whether it would 
be appropriate to increase their market 
maker margin deposit requirements in 
order that the clearing fund deposits of 
OCC members that do not clear market 
maker accounts are not unreasonably sub- 
ject to the risks of those that do clear these 
accounts. (Ch. VII, p. 31). 


Options Study Recommendations Which Require 
Action by the Commission. 


Many of the Options Study’s recommendations call 
for action by the Commission. The Commission 
intends to implement immediately the recommended 
improvements in its self-regulatory organization 
inspection and oversight procedures and to continue 
to work with the self-regulatory organizations in their 
efforts to share surveillance and compliance informa- 
tion and better coordinate their self-regulatory 
activities. The Commission also intends to schedule 
the recommended inspection of the NYSE’s market 
surveillance system as promptly as possible. The 
Commission intends to give priority in the allocation 
of its staff and other resources during the next six 
months, however, to responding to those actions it 
has requested the self-regulatory organizations to take 
and to addressing certain of the options market 
structure issues discussed in the Options Study 
Report. For this reason, action on certain of the 
Options Study recommendations listed below (recom- 
mendations 5 to 23), most of which call for 
Commission rulemaking initiatives, may be delayed. 


1. Commission inspections of the Amex 
should emphasize a review of case files 
that are closed after investigation to assure 
that Amex enforcement responsibilities are 
properly carried out. (Ch. IV, p. 54). 


2. The Commission should closely moni- 
tor the efforts of the SROs to share 
surveillance information and coordinate 
self-regulatory activities. The Commission 
should acknowledge by letter the formation 
of the self-regulatory conference and 
suggest that the use of Section 17(d)(2) of 
the Act and Rule 17d-2 thereunder to 
allocate surveillance responsibilities among 
the SROs is appropriate and desirable. In 
addition, the Commission should send a 
representative to future meetings of the 
conference. The Commission should also 
seek to coordinate its own surveillance 
operations with those of the SROs. (Ch. IV, 
p. 53). 


3. The Commission should conduct a 
complete inspection of the NYSE market 
surveillance system to determine whether 
the exchange has the ability to carry out 
the purposes of the Act and to comply and 
enforce compliance by its members with 
the Act, the rules and regulations there- 
under, and NYSE rules. Specifically, the 
inspection should consider whether the 
NYSE can detect, on a daily basis and for 
each stock traded on the NYSE, trading 
practices that may be inconsistent with the 
Act, the rules and regulations thereunder, 
or exchange rules. The inspection should 
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be conducted and completed as exped- 
itiously as possible and a complete report 
should be presented to the Commission 
within 60 days after the completion of the 
review. 


In the event that the inspection reveals that 
the NYSE cannot fulfill its statutory 
responsibilities on a daily basis, the 
Commission should take appropriate 
remedial steps and should specifically 
consider requiring, by Commission rule, 
that the exchange collect and maintain 
essential surveillance information. (Ch. IV, 
pp. 30-31). 


4. The Commission should transmit for 
inclusion in the central customer complaint 
file a record of relevant information about 
all broker-dealer complaints it receives 
unless release of such information would 
be contrary to law, would have an adverse 
effect upon a pending or proposed investi- 
gation, or otherwise would be _ in- 
appropriate. (Ch. VI, p. 42). 


5. The Commission should adopt a rule 
which requires SROs to notify the 
Commission of all informal remedial 
actions. (Ch. VI, p. 75). 


6. The Commission should obtain and 
review all instances of option and stock 
trading which are or have been the subject 
of informal or formal investigations by the 
SROs. The Commission should review this 
data with a view toward proposing anti- 
manipulative options and stock trading 
rules, where appropriate. (Ch. Ill, p. 58). 


7. The Commission should adopt a 
special registration form under the 
Securities Act of 1933 for OCC which 
would not require OCC to describe 
information about options trading and 
should exercise its authority under the 
Exchange Act to require that a disclosure 
document filed under the Exchange Act 
describing options, their risks and the 
mechanics of options trading be prepared 
by OCC and be delivered by broker-dealers 
to each options customer at or prior to the 
time the customer opens an options 
account. (Ch. V, p. 92). 


8. The Commission should consider 
recommending to the Federal Reserve 
Board that the clearing firms for market 
makers be permitted to finance positions in 
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a stock underlying a market maker’s 
options positions on a good faith basis 
provided the market maker’s. specialist 
account contains only those shares 
necessary to hedge an options position, as 
determined in accordance with an approp- 
riate options pricing formula. (Ch. VII, p. 
75). 


9. The SROs should revise their rules to 
restrict the ability of options market 
makers to obtain specialist stock credit to 
stock underlying no more than 20 options 
classes, without specific exchange ap- 
proval. (Ch. Vil, p. 77).11 


10. The Commission should consider 
revising its net capital rule to establish 
requirements for upstairs dealers that take 
into consideration the effects on risk of 
spreading strategies in listed options and 
the existence of a secondary market in 
options. (Ch. VII, p. 58). 


11. The Commission should consider 
revising its net capital rule to require 
market makers that do not carry customer 
accounts or clear transactions to maintain 
a minimum equity of $5,000. (Ch. Vil, p. 
46). 


12. The Commission should consider 
revising its net capital rule to increase the 
deduction in computing net capital for near 
or at-the-money options by providing the 
deductions for short options positions in 
market maker accounts be equal to the 
greater of (i) 75 percent of the premium 
value, (ii) $75, or (iii) 5 percent of the 
market value of the underlying stock 
reduced by the amount by which the exer- 
cise price of the options varies from the 
current market price for the stock. (Ch. VIl, 
p. 40). 





11The Commission will consider the need for 
adoption of this Options Study recommendation or 
some other form of restrictions on the use of exempt 
credit by options market makers in connection with its 
continuing review of specialist stock credit. 
Specifically, the Commission intends to consider 
whether, and to what extent, specialist stock credit 
should continue to be made available to various types 
of stock and options market makers in light of their 
market making obligations and their contributions to 
the maintenance of fair and orderly markets. 








13. _ The Commission should consider 
revising its net capital rule to require an 
additional charge in an OCC member's 
computation of its net capital for any net 
long or net short options positions in all 
market maker accounts guaranteed by the 
OCC member which are in excess of 10 
percent of the open interest in the options 
class. This deduction should be equal to an 
additional 50 percent of the charge other- 
wise required for each series in that 
options class. (Ch. VII, p. 37). 


14. The Commission should consider 
revising its net capital rule to limit the net 
capital deduction for market maker options 
conversion, reverse conversion or equiva- 
lent conversion positions to the maximum 
possible loss on these positions provided 
that in both cases the off-setting put and 
call options have the same exercise price 
and expiration date and are traded on an 
exchange. (Ch. Vil, p. 52). 


15. The Commission should consider 
revising its net capital rule to permit a 
market maker clearing firm one business 
day to obtain additional capital or market 
maker equity before meeting the net capital 
deductions arising out of its market maker 
clearing business. (Ch. VII, p. 49). 


16. The Commission should consider 
revising its net capital rule so that the 
capital required for all of the positions in 
an account in which a clearing firm, its 
officers, partners, directors or employees 
maintain a financial interest are increased. 
This may be accomplished by requiring 
that such accounts meet the same financial 
requirements that are applicable to upstairs 
dealer firms. (Ch. VII, p. 48). 


17. The Commission should consider 
revising its net capital rule to reduce the 
permissible amounts of gross deductions 
to net capital resulting from the options 
and stock positions carried by a clearing 


firm for market makers. (Ch. VII, pp. 41-42). 


18. The Commission should issue an 
interpretive release or initiate rulemaking 
proceedings specifically to clarify that 
inter-market manipulative trading activity 
involving options and their underlying 
securities may violate Section 9. (Ch. Ill. p. 
54). 





19. The Commission should undertake a 
complete review of the position limit rules 
of the options exchanges. This review 
should include: (1) the possibility of 
eliminating position limit rules; (2) the 
feasibility of relaxing position limit. rules 
for (a) all market participants, (b) for 
accounts which hold fully paid, freely 
transferable securities or (c) for “hedged” 
positions; and (3) whether exceptions from 
the rules should be granted to options 
specialists and, if so, under what circum- 
stances. (Ch. Ill, p. 68). 


20. The Commission should begin to 
study the most appropriate means of 
establishing a uniform method of identify- 
ing stock and option customers on a 
routine, automated basis. The Commission 
should review the NYSE and SIAC Report 
on this subject and should determine the 
steps that should be taken to establish a 
uniform account identification system in 
light of the Report. (Ch. IV, p. 39). 


21. The Commission should consider the 
elimination of the restricted options rules 
as soon as the overall effectiveness of the 
Options Study’s suitability recommenda- 
tions can be evaluated. (Ch. Ill, p. 71). 


22. The Commission should adopt, where 
feasible, rules to govern SECO broker- 
dealers [regarding minimum position and 
transaction reporting rules and standard- 
ized inquiry forms] which are parallel to 
self-regulatory organization rules. (Ch. IV, 
p. 55). 


23. In the event that the SROs do not 
devise a method for easily identifying 
member firm proprietary and customer 
trading, the Commission should consider 
whether it is appropriate to require that 
they do so by Commission rule. (Ch. IV, p. 
36). 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 15576/February 22, 1979 


In the Matter of the Application of 


MERICKA & CO., INC. 
420 Leader Building 
Cleveland, Ohio 


and 

JAMES R. MERICKA 

For Review of Disciplinary Action Taken by the 
MIDWEST STOCK EXCHANGE, INC. 


Admin. Proc. File No. 3-5192 
OPINION OF THE COMMISSION 


NATIONAL SECURITIES EXCHANGE—REVIEW OF 
DISCIPLINARY PROCEEDINGS 


Violations of Exchange Rules 


Failure to Comply with Net Capital and 
Reporting Requirements 


Where member firm of national securities exchange 
failed to comply with net capital and reporting pro- 
visions, and firm’s president failed to effect firm’s 
compliance with exchange’s net capital requirements, 
held, exchange’s findings of violation sustained, and 
sanctions affirmed in light of applicants’ continuous 
history of misconduct. 


APPEARANCES: 
James R. Mericka, for Mericka & Co., Inc. and pro se. 


Dennis A. Bell, for the Midwest Stock Exchange, Inc. 


Mericka & Co., Inc., formerly a member of the Mid- 
west Stock Exchange, Inc. (“Exchange”), and its 
president, James R. Mericka, appeal from disciplinary 
action taken against them by the Exchange. The 
Exchange found that applicants failed to comply with 
net capital and reporting requirements. It fined the 
firm $2,500, censured Mericka, and suspended him for 
two years from association with any member organi- 
zation in any supervisory capacity related to the 
financial or operational activities of such organization. 
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Applicants admitted, and the Exchange found, the 
following violations: 


(1) The firm failed to comply with the 
Exchange’s net capital provisions as of 
August 31, 1974, and during the period 
January 31 through October 17, 1975. In 
addition, this Commission was not given 
the requisite notice of the firm’s violations 
during the latter period. 


(2) As of January 31 and February 28, 
1975, and during the period April 11 
through October 17, 1975, the firm failed to 
maintain net capital of $25,000 in excess of 
minimum Exchange requirements, as 
required by a prior order of the Exchange’s 
president. 


(3) During the period January to October 
1975, the firm submitted net capital 
computations and financial statements to 
the Exchange and to this Commission 
which reported a receivable as secured, 
when in fact it was unsecured, and which 
did not reflect a fine which had been 
imposed on the firm by the National 
Association of Securities Dealers, Inc. 
(“NASD”). 


(4) Mericka failed to effect compliance by 
his firm with the Exchange’s net capital 
requirements. 


Applicants do not dispute the Exchange’s findings of 
violation, and we affirm those findings. 


Applicants seek review of the sanctions which the 
Exchange imposed. They assert, among other things, 
that the firm’s capital problems resulted from circum- 
stances beyond their control, including a severe 
market decline, the receipt of worthless bank drafts in 
payment for certain securities, and the execution of 
an order for a client which then went out of business. 
They further state that they took various steps during 
the relevant period in an effort to improve the firm’s 
capital position and that, since 1974, “material 
positive changes” have been made in the firm’s opera- 
tions. 


On the basis of our independent review, we cannot 
find that the sanctions assessed by the Exchange are 
too severe. Applicants have exhibited a continued 


~« 











unwillingess or inability to comply with the require- 
ments imposed on those who wish to engage in the 
securities business. 


This is the sixth disciplinary action involving appli- 
cants in the last 10 years. In May 1969, the firm was 
sanctioned by the NASD for violations of Regulation 
T. In December 1972, the NASD disciplined applicants 
for Regulation T and recordkeeping infractions and for 
failing to register several individuals with the Associ- 
ation. In July 1974, applicants were sanctioned by the 
Exchange for net capital violations and for failing to 
compute and deposit the amount required to be main- 
tained in the firm’s customer reserve bank account. In 
May 1975, the NASD disciplined applicants for the 
firm’s failure to maintain the capital required of a 
NASDAQ market maker. And, in February 1977, the 
firm was sanctioned by the Association for infractions 
with respect to its customer reserve account, and for 
failing to comply with net capital provisions relating 
to subordinated loans. 


In light of the violations found here, and applicants’ 
continuous history of misconduct, we are unable to 
conclude that the sanctions imposed by the Exchange 
are excessive or oppressive. 


An appropriate order will issue. 

By the Commission (Chairman WILLIAMS and 
Commissioners LOOMIS, EVANS, POLLACK and 
KARMEL). 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15576/February 22, 1979 


In the Matter of the Application of 

MERICKA & CO., INC. 

420 Leader Building 

Cleveland, Ohio 

and 

JAMES R. MERICKA 

For Review of Disciplinary Action Taken by the 


MIDWEST STOCK EXCHANGE, INC. 


Admin. Proc. File No. 3-5192 


ORDER AFFIRMING DISCIPLINARY ACTION TAKEN 
BY NATIONAL SECURITIES EXCHANGE 


On the basis of the Commission’s opinion issued this 
day, it is 


ORDERED that the disciplinary action taken by the 
Midwest Stock Exchange, Inc. against Mericka & Co., 
Inc. and James R. Mericka be, and it hereby is, 
affirmed. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15577/February 22, 1979 


In the Matter of the Application of 
MILTON M. STAR 

doing business as 

MILTON M. STAR AGENCY 

2050 Valentines Road 

Westbury, New York 


Admin. Proc. File No. 3-5424 


For Review of Disciplinary Action Taken by the 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
INC. 


OPINION OF THE COMMISSION 


REGISTERED SECURITIES ASSOCIATION—REVIEW 
OF DISCIPLINARY PROCEEDINGS 


Violations of Rules of Fair Practice 

Interpositioning 

Violations of Regulation T 

Sales of Unregistered Securities 

Where member of registered securities association 
interposed his wife’s account between his customers 
and the best available market; violated Regulation T; 
and unlawfully sold unregistered securities, held, 
association’s findings of violation sustained, and 
sanctions imposed affirmed. 
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APPEARANCES: 
Milton M. Star, pro se. 


Andrew McR. Barnes, for the National Association of 
Securities Dealers, Inc. 


Milton M. Star, doing business as Milton M. Star 
Agency, a member of the National Association of 
Securities Dealers, Inc. (“NASD”), appeals from 
disciplinary action taken against him by the 
Association. The NASD found that, in filling 
customers’ purchase orders, Star interposed his wife’s 
account! between his customers and the best avail- 
able market; that Star’s short sales for that account 
were improper; and that Star violated the Securities 
Act’s registration requirements in selling securities 
which he had purchased from a control person of the 
issuer. The NASD expelled Star from membership, 
barred him from association with any NASD member, 
and fined him $5,000.2 On the basis of an 
independent review of the record, we affirm the 
NASD’s action. 


The NASD found that, during September 1975, Star 
interposed his wife’s account in 12 agency purchases 
by customers of stock of United International 
Research, Inc. In each instance, Star filled the 
customer’s order with securities that he sold short for 
his wife’s account.2 He then purchased shares to 
cover his wife’s short positions, always at a price 
lower than the price he had charged the customer. 
Thus, the total price that each customer paid included 
a profit to the wife as well as the commission charged 
by Star.4 





1The account was in the name of Star’s wife as cus- 
todian for the Stars’ minor son. 


2it also assessed costs. 


3in two instances, the wife’s account was long some 
of the shares ordered by the customer so that only a 
portion of the order was filled by selling shares short. 


4For example, on September 3, one of Star’s cus- 
tomers purchased 100 shares of United at 5-3/4. Less 
than an hour later, Star purchased shares from a 
market maker for his wife’s account at 5-1/2. On 
September 8, a customer purchased 100 shares of 
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An interpretation of the NASD’s Board of Governors 
precludes a member, in any transaction for a 
customer, from interposing a third party “between the 
member and the best available market except in cases 
where the member can demonstrate that to his 
knowledge at the time of the transaction the total cost 
or proceeds of the transaction . . . was better than the 
prevailing inter-dealer market for the security.” 


Star argues that the evidence does not support a 
finding of violation. He asserts that the NASD failed 
to contact market makers to ascertain their prices for 
the dates in question, and merely relied on prices 
quoted in the “pink sheets” published by the National 
Quotation Bureau, Inc. 


This argument is without merit. The NASD’s inter- 
pretation clearly provides that, where interpositioning 
has occurred, the burden is on the member to 
demonstrate that his action resulted in the customer 
being charged a lower price than that prevailing in the 
inter-dealer market.® Star failed to meet that burden.” 
The fact that he was invariably able to cover his wife’s 
positions at a profit within a relatively short period of 
time is a clear indication that the prices he was 
charging customers did not meet the applicable 
standard. 


We accordingly affirm the NASD’s finding of violation. 


(a) Regulation T provides that a broker can sell 
securities for a special cash account only if the 
securities are held in the account or the broker is 
informed that the customer owns the securities and 
relies in good faith on the customer’s agreement to 
deposit them in his account promptly.2 The NASD 





United at $6 per share. Later that day, Star purchased 
100 shares from a market maker for his wife’s account 
at 5-5/8. 


SNASD Manual 92151.03, p. 2035. 
6We have imposed a similar burden on brokers in 


cases involving interpositioning. See, e.g., Thomson 
& McKinnon, 43 S.E.C. 785, 789 (1968). 


7Star claimed that United stock was volatile and thinly 
traded, and that he called market makers before 
setting the price at which he sold his wife’s shares. 
However, he offered no proof in support of his claim. 


8Section 4(c)(1)(ii) of Regulation T. 


e 


4 





held that Star’s short sales for his wife’s special cash 
account violated Regulation T. 


Star claims that there were no violations. He asserts 
that his wife assured him that she would cover her 
short sales by the settlement dates and that, in fact, 
she did so. However, this argument does not aid Star. 
The regulation is clearly violated where the broker 
knows that the customer does not own the securities 
at the time of sale. 


(b) Star does not dispute the NASD’s finding that he 
violated Section 5 of the Securities Act in connection 
with his sales of 1,400 shares of United stock. Star 
had purchased the stock as principal from an 
individual whom he knew to be a control person of the 
issuer. 


We affirm the NASD’s findings of violation with 
respect to the above matters. 


IV. 


We cannot agree with Stars contention that the 
sanctions which the NASD imposed are too severe. 
We have often stressed the importance of a broker’s 
fiduciary obligation to get the best price for his 
customers, an obligation that is basic and vital to the 
broker-customer relationship. 0 As the NASD’s 
District Committee observed, Star’s interpositioning 
of his wife’s account was a “blatant overreaching” of 
his customers. It demonstrated a basic disregard of 
the duty of fair dealing required of those who engage 
in the securities business. 


Under all the circumstances, including Star’s other 
violations and his prior record of infractions,'' we are 





9Star claims that the NASD was biased against him, 
as evidenced by the questioning to which he was sub- 
jected by the panel of the NASD’s Board of Governors 
which heard his appeal. The record does not support 
Star’s claim. The panel members merely sought to 
Clarify Star’s answers to their questions, and to ascer- 
tain his understanding of the provisions he was 
charged with violating. 


10See Thomson & McKinnon, supra, 43 S.E.C. at 788- 
789, and the authorities cited in note 6 of that 
opinion. See also Edward Sinclair, 44 S.E.C. 523 
(1971). 


11in 1970, the NASD found that Star had violated the 
Association’s interpretation with respect to free-riding 
and withholding. In 1972, the Association found that, 
without prior notice, Star had improperly imposed a 


unable to find that the sanctions imposed by the 
NASD are “excessive or oppressive.” 


An appropriate order will issue. 


By the Commission (Chairman WILLIAMS and 
Commissioners LOOMIS, EVANS, POLLACK and 
KARMEL). 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15577/February 22, 1979 


In the Matter of 

MILTON M. STAR 

doing business as 

MILTON M. STAR AGENCY 
2050 Valentines Road 
Westbury, New York 

Admin. Proc. File No. 3-5424 


For Review of Disciplinary Action Taken by the 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, 
INC. 


ORDER AFFIRMING DISCIPLINARY ACTION TAKEN 
BY REGISTERED SECURITIES ASSOCIATION 


On the basis of the Commission’s opinion issued this 
day, it is 


ORDERED that the disciplinary action taken by the 
National Association of Securities Dealers, Inc. 
against Milton M. Star, doing business as Milton M. 
Star Agency, and the Association’s assessment of 
costs, be, and they hereby are, affirmed. 





retroactive fee on customers for safeguarding their 
securities. It also found that he had failed to make 
proper disclosure to customers on confirmations for 
certain dual agency transactions. 


12S¢e Section 19(e)(2) of the Securities Exchange Act. 
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By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15578/February 22, 1979 


SEE 


SECURITIES ACT OF 1933 
Release No. 6027/February 22, 1979 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 15579/February 22, 1979 


An order has been issued granting the application to 
strike the common stock ($1 par value) and the 
5-3/4% Convertible Subordinated Debentures (due 
1987) of ALLIED SUPERMARKETS, INC. from listing 
and registration on the New York Stock Exchange, 
Inc. 








PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20923/February 15, 1979 


In the Matter of 


OHIO EDISON COMPANY 
76 South Main Street 
Akron, Ohio 44308 


(31-766) 


NOTICE OF APPLICATION BY REGISTERED HOLD- 
ING COMPANY FOR EXEMPTION PURSUANT TO 
SECTION 3(a)(2) 


NOTICE IS HEREBY GIVEN that Ohio Edison 
Company (“Ohio Edison”), an operating utility and a 
registered holding company, has filed with this 
Commission an application on behalf of itself and 
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each of its subsidiaries as such under Section 3(a)(2) 
of the Public Utility Holdir.. Company Act of 1935 
(“Act”). Ohio Edison requesis an exemption from all 
provisions of the Act, except Section 9(a)(2). All 
interested persons are referred to the application, 
which is summarized below, for a complete 
description of Ohio Edison and its subsidiaries and a 
statement as to the basis upon which the exemption 
is claimed. 


Ohio Edison was organized under the laws of the 
State of Ohio in 1930, and furnishes electric service in 
553 communities as well as in rural areas of central 
and northeast Ohio. The principal communities served 
are Akron, Youngstown, Warren, Mansfield, Spring- 
field and Lorain, Ohio. Ohio Edison also sells energy 
for resale by 21 municipalities and 8 rural cooperatives 
in Ohio and supplies steam in the downtown business 
sections of Akron, Springfield and Youngstown. The 
area served by Ohio Edison has a population 
estimated at 2,380,000. The company’s rates and 
service are regulated by the Public Utilities 
Commission of Ohio and the Federal Energy 
Regulatory Commission. 


Ohio Edison owns all of the issued and outstanding 
common stock of Pennsylvania Power Company 
(“Penn Power”), an electric utility company organized 
in Pennsylvania and serving 137 communities and five 
municipalities in a part of western Pennsylvania which 
is contiguous to Ohio Edison’s service territory. Neew 
Castle and Sharon, Pennsylvania, are the largest 
communities served. The area served has a population 
of 324,000. Penn Power is subject to the jurisdiction 
of the Pennsylvania Public Utility Commission and the 
Federai Energy Regulatory Commission. 


Ohio Edison and Penn Power currently own, 
separately and jointly, generating units having a net 
demonstrated capability of 3,297 MW, and share, as 
tenants-in-common with other public utility compa- 
nies, ownership of various other generating units fora 
total demonstrated system capability of 5,704 MW. 
Ohio Edison, Penn Power and three neighboring 
investor-owned public utilities comprise the Central 
Area Power Coordination Group (‘““CAPCO Group”). All 
of the major additions to the generated capacity of 
Ohio Edison and Penn Power now planned or under 
construction are a part of the CAPCO Group program 
for joint development of generation and transmission 
facilities. Pursuant to agreements among the CAPCO 
Group companies, each member is obligated to pro- 
vide a portion of the construction and operating costs 
of the shared facilities. 


Ohio Edison also owns 14.2% of the issued and out- 
standing common stock of Ohio Valley Electric 
Corporation (“OVEC”), which in turn owns all of the 
stock of Indiana-Kentucky Electric Corporation 


a 


< 





(“IKEC”). OVEC, an Ohio corporation, and IKEC, an 
Indiana corporation, were organized in 1952 pursuant 
to an agreement among Ohio Edison, Penn Power and 
thirteen other independent public utility companies 
and holding companies and the then Atomic Energy 
Commission (“AEC”), now part of the Department of 
Energy (“DOE”), to supply the power requirements of 
an AEC gaseous diffusion plant north of Portsmouth, 
Ohio. The Commission approved the acquisition of 
the common stock of OVEC by their sponsoring 
electric companies under Section 10 of the Act on 
November 7, 1952, reserving jurisdiction to reopen 
and examine certain issues under Section 10 which 
were not then resolved. Ohio Valley Electric 
Corporation, 34 SEC 323. 


Under participation arrangements with DOE, the 
sponsor companies are obligated to supply OVEC 
certain capital funds, if needed, and are entitled to 
receive any avaiiabie power in excess of the DOE 
contract demand. The participation percentages of 
Ohio Edison and Penn Power are 14.2% and 2.0%, 
respectively. OVEC and IKEC own two steam electric 
generating stations on the Ohio River with a combined 
generating capacity of 2,365 MW. These plants are 
connected by a 345 kv transmission network and are 
interconnected with the major transmission systems 
of the sponsoring parent companies. In 1977 the 
combined output of the two plants was 17,256,857 ,667 
KWH, of which 16,506,628,666 were sold to DOE. 


Ohio Edison was formerly a subsidiary of Common- 
wealth & Southern Corporation, a registered holding 
company. Pursuant to a plan under Section 11(e) of 
the Act, dated July 30, 1947, and approved on 
November 22, 1948, as necessary and appropriate to 
effect compliance with Section 11(b)(1), Common- 
wealth & Southern Corporation divested its interest in 
the common stock of Ohio Edison and other sub- 
sidiary companies. Ohio Edison became an 
independent registered holding company system at 
that time. See Commonwealth & Southern Corpora- 
tion, et al., 28 SEC 776 (1948). The electric utility 
facilities of Ohio Edison and Penn Power constitute a 
single integrated electric utility system, as required by 
Section 11(b)(1) of the Act. 


Under Section 3(a)(2) of the Act, the Commission may 
exempt a holding company and its subsidiaries from 
any provision or provisions of the Act which would 
apply to such companies in their capacity as such if it 
finds that “such holding company is predominantly a 
public-utility company whose operations as such do 
not extend beyond the state in which it is organized 
and states contiguous thereto . . . .” The Commission 
may deny, limit or condition any application for 
exemption under Section 3(a) if it finds the exemption 


“detrimental to the public interest or the interest of 
investors or consumers... .” 


At September 30, 1978, Ohio Edison had issued and 
outstanding 51,825,219 shares of common stock, par 
value $9, owned by approximately 155,833 share- 
holders. The stock is traded on the New York and Mid- 
west Stock Exchanges. Ohio Edison and Penn Power 
each have outstanding and publicly-held several series 
of cumulative preferred stock and first mortgage 
bonds. For the year ended December 31, 1977, Ohio 
Edison reported $696,246,000 in gross electric 
revenues and $126,027,000 in net operating income, 
after intercompany eliminations and adjustments. For 
the same period, Penn Power reported $100,843,000 in 
electric sales and $20,481,000 in net income. At 
December 31, 1977, the net utility plant of Ohio 
Edison and Penn Power was $1,559,348,000 and 
$304,707,000, respectively. OVEC and IKEC file 
separate consolidated statements. At December 31, 
1977, the consolidated net utility plant of OVEC and 
IKEC was $64,666,081. Gross revenues for the year 
then ended were $194,880,083. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 12, 1979, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such 
request, and the issues of fact or law raised by said 
application which he desires to controvert; or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
such request should be served personally or by mail 
upon the applicant at the above-stated address, and 
proof of service (by affidavit or, in case of an attorney 
at law, by certificate) should be filed with the request. 
At any time after said date, the application, as filed or 
as it may be amended, may be granted in the manner 
provided in Rule 23 of the General Rules and 
Regulations promulgated under the Act, or the 
Commission may take such other action as it may 
deem appropriate. Persons who request a hearing or 
advice as to whether a hearing is ordered will receive 
any notices or orders issued in this matter, including 
notice of the date of the hearing (if ordered) and any 
postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20924/February 15, 1979 


In the Matter of 


MONONGAHELA POWER COMPANY 
Fairmont, West Virginia 


THE POTOMAC EDISON COMPANY 
Hagerstown, Maryland 


THE WEST PENN POWER COMPANY 
Greensburg, Pennsylvania 


(70-6080) 


SUPPLEMENTAL ORDER AUTHORIZING ISSUANCE 
AND SALE OF SHORT-TERM NOTES TO BANKS AND 
TO COMMERCIAL PAPER DEALERS AND REQUEST 
FOR EXCEPTION FROM COMPETITIVE BIDDING 


Monongahela Power Company (‘Monongahela’), the 
Potomac Edison Company (“Potomac”), and West 
Penn Power Company (“West Penn”), each a wholly- 
owned electric utility subsidiary of Allegheny Power 
System, Inc. (“Allegheny”), a registered holding 
company, have filed a post-effective amendment to 
their application in this proceeding pursuant to 
Section 6(b) of the Public Utility Holding Company 
Act of 1935 (“Act”), and Rule 50(a)(5) promulgated 
thereunder regarding the proposed transactions. 


By order in this proceeding dated December 28, 1977 
(HCAR No. 20343), the above subsidiaries of 
Allegheny were authorized to borrow funds during the 
period ending June 30, 1979, through the issuance 
and sale of short-term notes to banks and commercial 
paper to dealers in commercial paper in an aggregate 
amount not to exceed $50,000,000 in the case of 
Monongahela, $48,000,000 in the case of Potomac, 
and $50,000,000 in the case of West Penn. Juris- 
diction was reserved with respect to that portion of 
the borrowings requested by West Penn in excess of 
$50,000,000. 


By supplemental order in this proceeding dated 
December 14, 1978 (HCAR No. 20830), Monongahela 
and Potomac were given authorization to issue up to 
$52,000,000 and $50,000,000, respectively, of short- 
term notes and commercial paper outstanding at any 
one time. 


West Penn is now seeking authorization pursuant to 
the jurisdiction reserved in the original filing, to issue 
up to $84,000,000 of short-term notes and commercial 
paper outstanding at any one time. It is stated that the 
proposed increase is necessitated by cash outlays 
greater than anticipated in the original filing due in 
part to increased coal costs and the need to purchase 
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power from other utilities during the United Mine 
Workers’ coal strike, the cost of which was not 
entirely recouped through surcharges, and due to 
unscheduled outages which occured after the strike. 
Unless otherwise authorized by this Commission, any 
short-term debt outstanding hereunder after June 30, 
1979, will be retired by West Penn not later than 
October 1, 1979, from internal cash resources, or sale 
of permanent debt, preferred stock or common stock. 


Exception from the competitive bidding requirements 
of Rule 50 is requested for the proposed issuance and 
sale of commercial paper pursuant to paragraph (a)(5) 
thereof, since it is not practicable to invite 
competitive bids for commercial paper and current 
rates for commercial paper for prime borrowers such 
as West Penn are published daily in financial publi- 
cations. Authorization is also requested to file 
certificates under Rule 24 with respect to the issuance 
and sale of commercial paper on a quarterly basis. 


In all other respects the proposed transactions remain 
the same. It is stated that no other state commission 
and no federal commission, other than this Commis- 
sion, has jurisdiction over the transactions proposed 
by West Penn. 


Due notice of the filing of said post-effective amend- 
ment to the application has been given in the manner 
prescribed in Rule 23 promulgated under the Act 
(HCAR No. 20905), and no hearing has been 
requested of or ordered by the Commission. Upon the 
basis of the facts in the record, it is hereby found that 
the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and 
consumers that said application, as amended by said 
post-effective amendment, be granted: 


IT 1S ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be and it hereby is, granted effective 
forthwith subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act, 
except that the time for filing the certification 
thereunder with respect to the proposed transactions 
is extended so as to allow filing on a quarterly basis. 


IT IS FURTHER ORDERED that jurisdiction reserved in 
the orders of December 28, 1977, August 24, 1978, 
and December 14, 1978, over that portion of the 
borrowings requested by West Penn in the original 
filing in excess of $50,000,000 be, and it hereby is, 
released. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 





George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20925/February 21, 1979 


In the Matter of 


MONONGAHELA POWER COMPANY 
Fairmont, West Virginia 


THE POTOMAC EDISON COMPANY 
Hagerstown, Maryland 


WEST PENN PCWER COMPANY 
Greensburg, Pennsylvania 


(70-6179) 


ORDER RELEASING JURISDICTION AND AUTHORIZ- 
ING ISSUANCE OF PROMISSORY NOTES TO 
COUNTY IN CONNECTION WITH FINANCING OF 
POLLUTION CONTROL FACILITIES; RESERVATION 
OF JURISDICTION 


Monongahela Power Company (“Monongahela”), The 
Potomac Edison Company (“Potomac Edison”) and 
West Penn Power Company (‘West Penn’), all of 
which are electric utility subsidiaries of The Allegheny 
Power System, Inc., a registered holding company, 
have filed an application-declaration and amendments 
thereto with this Commission pursuant to Sections 
6(a) and 7 of the Public Utility Holding Company Act 
of 1935 (“Act”), and Rule 50 promulgated thereunder 
as applicable to the proposed transactions. 


By the Commission’s order of August 18, 1978 (HCAR 
No. 20672), in this matter Potomac Edison and West 
Penn were authorized to enter into certain trans- 
actions to finance the construction of pollution 
control facilities at the Pleasants Power Station 
(‘‘Pleasants’’) through the issuance of pollution 
control notes to support pollution control revenue 
bonds to be issued by Pleasants County, West 
Virginia. At that time jurisdiction was reserved over 
related transactions which were to be entered into by 
Monongahela. 


Monongahela has now.filed a post-effective amend- 
ment to its application-declaration with this Commis- 
sion seeking authorization to issue a pollution control 
note in the principal amount of $25,000,000. The note 
will mature on February 1, 2009 and will bear interest 
at a rate of 7-3/4% per annum. Taking account of the 


underwriters’ discount the effective interest rate of the 
note is 7.86%. The following table shows the sinking 
fund associated with the pollution control note: 


2001 
2002 
2003 
2004 
2005 
2006 
2007 
2008 
2009 5,000,000 

In all other respects the terms of the note to be issued 
by Monongahela will be identical to the terms of the 
notes issued by West Penn and Potomac Edison. 


A statement of the fees, commissions and expenses 
to be incurred by Monongahela in connection with the 
proposed transaction has been approved by the West 
Virginia Public Service Commission and the Ohio 
Public Utilities Commission. It is further stated that 
no state or federal commission, other than this 
Commission, has jurisdiction over the proposed 
transaction. 


Due notice of the filing of said application-declaration 
has been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 20604), and no 
hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts of the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers. that said 
application-declaration, as amended, be granted and 
permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application- 
declaration, as amended, be, and it hereby is, granted 
and permitted to become effective February 21, 1979, 
subject to the terms and conditions prescribed in Rule 
24 promulgated under the Act. 


IT IS FURTHER ORDERED that jurisdiction be, and it 
hereby is, reserved with respect to the fees, 
commissions and expenses to be incurred by Monon- 
gahela in connection with the proposed transaction. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20926/February 16, 1979 


In the Matter of 


PUBLIC SERVICE COMPANY OF OKLAHOMA 
Tulsa, Oklahoma 


ASH CREEK MINING COMPANY 
Tulsa, Oklahoma 


(70-5868) 


SUPPLEMENTAL ORDER EXTENDING EXISTING 
AUTHORIZATION TO ENGAGE IN COAL EXPLORA- 
TION AND DEVELOPMENT PROGRAMS 


Public Service Company of Oklahoma (“PSO”), an 
electric utility subsidiary of Central and South West 
Corporation (“CSW”), a registered holding company, 
and Ash Creek Mining Company (“Ash Creek”), a 
subsidiary mining company of PSO, have filed with 
this Commission a _ post-effective amendment to 
their application-declaration, as previously filed and 
amended in this matter pursuant to Sections 6, 7, 
9(a), 10 and 12 of the Public Utility Holding Company 
Act of 1935 (“Act”) and Rules 43 and 45 promulgated 
thereunder regarding the following proposed trans- 
action. 


By order dated November 30, 1976 (HCAR No. 19777), 
PSO was authorized to organize and acquire all of the 
authorized common stock of a new coal mining sub- 
sidiary corporation, Ash Creek. PSO was also 
authorized to transfer to Ash Creek all of its existing 
coal interests in exchange for Ash Creek’s common 
stock in an aggregate par value equal to PSO’s capital 
costs relating to the coal interests. Pursuant to this 
authorization, PSO transferred to Ash Creek 
properties having a cost basis of $3,839,040 in return 
for 383,904 shares of common stock, par value $10 per 
share, of Ash Creek. Additional properties have not 
yet been transferred and remain in PSO ownership. 
PSO also was authorized to make through December 
31, 1977 short-term loans to Ash Creek, via either 
open account advances or evidenced by notes, in an 
aggregate amount not to exceed $12,500,000 at any 
time outstanding, to finance Ash Creek’s fuel pro- 
grams. That authorization has subsequently bee 
extended pursuant to supplemental orders (HCAt 
Nos. 20329, 20414, 20476, 20505, 20568, 20646, 20710, 
70754 and 20863). 


PSO and Ash Creek now request that the authorization 
be further extended for 45 day period ending March 
31, 1979. During this period, no transfers to Ash Creek 
of the coal interests remaining in PSO will be made. 
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Ash Creek will report to the Commission, to the 
extent required by Rule 24 promulgated under the Act, 
on interests acquired and disposed of, operations 
undertaken and expenditures made pursuant to the 
extended authorization herein requested. 


No state commission and no federal commission, 
other than this Commission, has jurisdiction over the 
proposed transaction. Fees and expenses to be 
incurred in connection with the proposed transaction 
are estimated at $50. 


Upon the basis of the facts in the record, it is hereby 
found that the applicable standards of the Act and the 
rules thereunder are satisfied and that no adverse 
findings are necessary; and that it is appropriate in 
the public interest and in the interest of investors and 
consumers that the application-declaration, as further 
amended by said post-effective amendment, be 
granted and permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder that the authorization 
previously granted which permitted Ash Creek to 
make short-term borrowings from PSO to the extent of 
an aggregate amount not to exceed $12,500,000 and to 
expend such funds in fuel exploration and develop- 
ment programs be extended, effective forthwith, until 
March 31, 1979, subject to the proviso that any 
interest thereby acquired or developed be for the sole 
purpose of providing for the fuel needs of 
Northeastern plants #’s 3 and 4 and subject further to 
the proviso that no transfers to Ash Creek of the coal 
interests remaining in PSO be made during this 
extension period. 


IT IS FURTHER ORDERED that jurisdiction be, and it 
hereby is, reserved with respect to the price of coal 
sold by Ash Creek to PSO and to all other aspects of 
the application-declaration, as now amended, not 
specifically ordered herein. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20927/February 22, 1979 


In the Matter of 





SOUTHWESTERN ELECTRIC POWER COMPANY 
Shreveport, Louisiana 71156 


PUBLIC SERVICE COMPANY OF OKLAHOMA 
Tulsa, Oklahoma 74102 


(70-5741) 


ORDER AUTHORIZING RAIL CAR MAINTENANCE 
FACILITY AGREEMENT BETWEEN SUBSIDIARIES 


Southwestern Electric Power Company (“SWEPCO”) 
and Public Service Company of Oklahoma (“PSO”), 
both electric utility subsidiaries of Central and South 
West Corporation (“CSW”), a _ registered holding 
company, have file with this Commission post- 
effective amendments to an application-declaration 
previously filed with this Commission pursuant to 
Sections 6(a), 7, 9(a) and 10 of the Public Utility 
Holding Company Act of 1935 (“Act”) and Rule 50 
promulgated thereunder concerning the following pro- 
posed transaction. 


By orders dated April 6, 1976 and August 9, 1976 
(HCAR Nos. 19468 and 19643) issued in this pro- 
ceeding, SWEPCO was authorized to acquire, finance, 
construct and operate a unit train repair shop (“Repair 
Shop”) near Alliance, Nebraska. The Repair Shop is to 
be used for the maintenance and repair of railroad 
cars for the transportation of coal to SWEPCO’s 
generating plants. The previous order of August 9, 
1976 stated that no rail transportation services 
utilizing the subject cars shall be provided by 
SWEPCO for any associated company in the CSW 
system except pursuant to a further order of this 
Commission. 


PSO has under construction two 450 Mw coal-fired 
generating units at its Northeastern Station near 
Oologah, Oklahoma. The coal for these units will 
come from a Wyoming mine, a distance of about 
1,100 miles from the Northeastern Station. To make 
transportation over such distance feasible PSO will 
use unit trains. The details respecting the purchase 
and the financing arrangements for the unit trains will 
be the subject of a separate filing with the 
Commission. PSO’s trains will run over the same 
Burlington Northern tracks through Alliance, Neb- 
raska as SWEPCO’s unit trains. The Repair Shop can 
be expanded to handle all of PSO’s maintenance 
needs through the addition of labor force and equip- 
ment without the need to construct additional plant 
space. 


SWEPCO and PSO (‘the Companies”) have now filed 
post-effective amendments proposing that they enter 
into a Rail Car Maintenance Facility Agreement 
(“Facility Agreement”) which provides for PSO’s 
participation in the cost and the use of the Repair 


Shop. The Companies propose a formula for the 
sharing of lease payments, all other costs capitalized 
according to generally accepted accounting principles, 
and general operation and maintenance costs. The 
Companies propose that the above itemized costs be 
shared between them on the basis of a “Cost Ratio”, 
a proportion equal to the ratio that each Company’s 
direct labor costs for its rail cars actually repaired or 
inspected at the Facility bears to the total direct labor 
costs for all rail cars owned by the Companies as 
repaired or inspected at the Facility. The “Cost Ratio” 
will be determined of the last day of each calendar 
month commencing with the month of the first 
delivery of PSO rail cars. Each Company will pay the 
actual direct costs of inspection and maintenance of 
its own rail cars, including parts, maintenance, labor 
and other expenses capable of direct assignment to a 
specific rail car. All costs to PSO will be determined 
in accordance with Rule 91. 


In the event that leasehold improvements are made in 
the future, the Companies agree that they will share 
the costs of such improvements on such terms and 
conditions as are agreed to by the Companies at the 
time of such improvements and as are approved by 
further application to the Commission. In reaching 
such agreement the Companies have indicated that 
full consideration will be given to which Company’s 
increased number of rail cars necessitated the 
improvement. 


Pursuant to the Facility Agreement, PSO has been 
granted an irrevocable option to elect to take legal 
title to a certain portion of the Repair Shop at such 
time as SWEPCO acquires legal title to the Repair 
Shop. PSO’s option will allow it to take titie to a 
portion in a percentage equal to the proportion that 
leasehold and capital payments made by PSO bears to 
the total leasehold and capital payments related to the 
Repair Shop made by both PSO and SWEPCO. 


PSO intends to include the full amount of its lease 
and capital payments in determining its fuel costs for 
purposes of the fuel cost adjustment clauses in its 
rates, subject to applicable regulatory authority 
approval. SWEPCO will treat PSO’s payments in the 
nature of sublease payments and they will be credited 
to its fuel costs for purposes of its fuel cost adjust- 
ment clause. 


SWEPCO, pursuant to the Facility Agreement, will 
retain all the tax benefits of its equitable ownership of 
the repair shop and PSO will receive as a credit to the 
payments required by the Facility Agreement a share 
of such tax benefits based on a weighted average cost 
ratio for each fiscal year. 


It is stated that no state commission, and no federal 
commission, other than this Commission has juris- 
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diction over the proposed transaction. Fees and 
expenses to be incurred in connection with the 
proposed transaction are estimated at $6,000, 
including legal fees of 5,000. 


Due notice of the filing of said post-effective amend- 
ments to the application-declaration, as amended, has 
been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 20893), and no 
hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the 
record, it is hereby found that the applicable 
standards of the Act and the rules thereunder are 
satisfied and that no adverse findings are necessary; 
and that it is appropriate in the public interest and in 
the interest of investors and consumers that the 
application-declaration, as further amended by said 
post-effective amendments, be granted and permitted 
to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application- 
declaration, as further amended by said post-effective 
amendments be, and it hereby is, granted and per- 
mitted to become effective forthwith, subject to the 
terms and conditions prescribed in Rule 24 promul- 
gated under the Act, except that SWEPCO shall file 
reports quarterly providing, as to activities during 
each quarter: (a) total number of rail cars serviced by 
month for both SWEPCO and PSO; (b) the amount of 
expenditures by month for direct labor, direct material 
cost and indirect expenses for both SWEPCO and 
PSO; (c) computation by month of allocated cost to 
be shared by SWEPCO and PSO on the basis of the 
“Cost Ratio”, and (d) copies of the monthly reports 
furnished by SWEPCO to PSO detailing the work and 
charges associated with PSO rail cars assigned to the 
facility which were repaired during the previous month 
and subject further to the proviso that nothing con- 
tained herein shall affect the jurisdiction of other 
regulatory bodies as to rates and accounting. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT COMPANY ACT OF 1940 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10594/February 15, 1979 


in the Matter of 
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COMMERCE INCOME SHARES, INC. 
and 


IMPACT FUND, INC. 
711 Polk Street 
Houston, Texas 77002 


(812-4391) 
(812-4392) 


ORDER (1) PURSUANT TO SECTION 17(b) OF THE 
ACT EXEMPTING PROPOSED TRANSACTION FROM 
SECTION 17(a), AND (2) PURSUANT TO SECTION 
6(c) GRANTING AN EXEMPTION FROM RULE 22c-1 
UNDER THE ACT 


Commerce Income Shares, Inc. (“Commerce”) and 
Impact Fund, Inc. (“Impact”) (collectively, “Appli- 
cants”), both registered under the Investment Com- 
pany Act of 1940 (“Act”) as open-end, diversified 
management investment companies, filed appli- 
cations on November 10, 1978, and an amendment 
thereto on December 26, 1978, for an order: (1) pur- 
suant to Section 17(b) of the Act exempting from the 
provisions of Section 17(a) the proposed sale by 
Impact of its assets to Commerce in exchange for 
shares of Commerce, and (2) pursuant to Section 6(c) 
of the Act exempting from the provisions of Rule 
22c-1, the issuance of Commerce shares in the pro- 
posed sale at a price based on their net asset value as 
of the close of business on the business day next pre- 
ceding the closing of the transaction. 


On January 18, 1979, a notice was issued (Investment 
Company Act Release No. 10564) of the filing of the 
application. The notice gave interested persons an 
opportunity to request a hearing and stated that an 
order disposing of the application would be issued as 
of course unless a hearing should be ordered. No 
request for a hearing has been filed, and the 
Commission has not ordered a hearing. 


The matter having been considered, it is found, on the 
basis of the information stated in the applications, 
that the terms of the proposed acquisition are reason- 
able and fair and do not involve overreaching on the 
part of any person concerned, and that the proposed 
transaction is consistent with the policy of each 
Applicant and with the general purposes of the Act. It 
is further found that the granting of the requested 
exemption from Rule 22c-1 is appropriate in the public 
interest and consistent with the protection of 
investors and the purposes fairly intended by the 
policy and provisions of the Act. Accordingly, 


IT IS ORDERED, pursuant to Section 17(b) of the 
Act, that the proposed sale by Impact of its assets to 
Commerce in exchange for shares of Commerce be, 





and hereby is, exempted from the provisions of 
Section 17(a) of the Act, effective forthwith. 


IT IS FURTHER ORDERED, pursuant to Section 6(c) 
of the Act, that the issuance of Commerce shares in 
the proposed merger be, and hereby is, exempted 
from Rule 22c-1 under the Act, effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10595/February 22, 1979 


In the Matter of 


M. KIMELMAN & CO. 
20 Exchange Place 
New York, New York 


(812-4070) 
Admin. Proc. File No. 3-5225 
OPINION OF THE COMMISSION 


APPLICATION FOR EXEMPTION FROM INVESTMENT 
COMPANY ACT 


Prohibition against Receipt of Compensation by 
Affiliated Person of Investment Company 


Where broker-dealer, whose limited partner was an 
affiliated person of an affiliated corporation of an 
investment company, sought an exemption from 
Section 17(e) of the Investment Company Act with 
respect to a finder’s fee that corporation had agreed to 
pay because broker-dealer had brought a merger 
candidate to its attention; and where broker-dealer 
subsequently moved to dismiss the proceedings on 
the ground that Secion 17(e) was inapplicable to the 
transaction at issue, held, proceedings dismissed, 
since Section 17(e) did not prohibit receipt of the pro- 
posed fee. 


APPEARANCES: 


Robert P. Patterson, Jr. and Russell C. Deyo, of 
Patterson, Belknap, Webb & Tyler, for M. Kimelman & 
Co. 


Roger W. Kapp and Brent L. Brandenburg, of Donovan 
Leisure Newton & Irvine, for Talley Industries, Inc. 


Gerald Osheroff, Gregor B. McCurdy, Kenneth S. 
Gerstein and Anne C. Flannery, for the Division of 
Investment Management of the Commission. 


M. Kimelman & Co., a registered broker-dealer, seeks 
a ruling with respect to the legality under Section 
17(e) of the Investment Company Act of its proposed 
receipt of a $750,000 finder’s fee from Talley 
Industries, Inc. (“Industries”). The fee is based on 
applicant’s having brought to Industries’ attention the 
suitability of General Time Corporation (“GTC”) as a 
candidate for acquisition. 


Following hearings in which Industries participated in 
support of the instant application, an administrative 
law judge rejected applicant’s argument that Section 
17(e) does not prohibit the transaction at issue. How- 
ever, he granted applicant’s alternative request for an 
exemption from Section 17(e). Our Division of Invest- 
ment Management appeals from the grant of an 
exemption, and applicant cross-appeals from the law 
judge’s determination with respect to the applicability 
of Section 17(e).1 


We turn first to an examination of the facts in this 


matter. 


Applicant, organized in 1966 as a limited partnership, 
conducts an investment banking and general 
securities business. The firm has four general 
partners (the principal partner being Michael 
Kimelman) and one limited partner, Michael’s father, 
Oscar Kimelman. 


Applicant’s method of conducting business was to 
research a limited number of companies intensively 
and select a few for investment by its clients. Its 
research sometimes disclosed companies that 
appeared to be good merger possibilities, and appli- 
cant would recommend such situations to others with 
a view to earning a finder’s fee. 





lindustries supports applicant’s appeal. 


20scar Kimelman contributed $250,000 to applicant 
and, until February 1, 1970, had a 20% interest in the 
firm. He also lent Michael the $250,000 which Michael 
contributed to the firm. 
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In the latter part of 1967, one of applicant’s employees 
prepared a detailed analysis of GTC. Applicant’s 
general partners concluded that GTC would be an 
attractive investment for their clients, and applicant 
began buying GTC for customers’ accounts. 


Franz G. Talley, president of Industries, had been a 
long-time business and social acquaintance of both 
Michael and Oscar Kimelman. Industries was a client 
of Oscar’s accounting firm, and Oscar served as a 
director and assistant secretary of industries from 
1961 to 1969. Prior to December 1967, Talley and 
Michael Kimelman had discussed Industries’ desire to 
acquire other companies, and both parties understood 
that, if a company suggested by applicant were 
acquired by Industries, applicant would be paid a 
finder’s fee. 


In December 1967, Michael Kimelman recommended 
GTC to Talley both as a persona! investment and as a 
possible acquisition for Industries. Prior to that time, 
neither Industries nor Talley had given any con- 
sideration to GTC as a merger possibility. Shortly 
thereafter, Talley advised applicant that Industries had 
decided to acquire GTC’s stock. He placed an initial 
order with applicant for 24,800 shares. 


On or about December 29, 1967, Talley telephoned 
George A. Chestnutt, Jr., president of American 
Investors Fund, Inc, (“Fund”), a registered investment 
company and a Statutory affiliate of Industries within 
the meaning of Section 2(a)(3) of the Investment 
Company Act.3 Talley told Chestnutt that Industries 
was buying GTC stock with a view to a possible 
merger, and asked Chestnutt if Fund would consider 
buying the stock for its investment portfolio. He 
arranged a meeting between Chestnutt and Michael 
Kimelman in early January 1968, at which Chestnutt 
was given a copy of applicant’s report on GTC. Subse- 
quently, applicant began purchasing GTC stock for 
Fund as well as for Industries.4 





3Fund owned more than 5% of Industries’ out- 
standing common stock. 


4We denied the application of Industries and Fund for 
an order either declaring that their activities were not 
a “joint arrangement” within the meaning of Section 
17(d) of the Act and Rule 17d-1 thereunder or, in the 
alternative, granting retroactive approval of those 
activities. Talley Industries, Inc., 43 S.E.C. 773 (1968). 
We also obtained an injunction based on their 
activities. See S.E.C. v. Talley Industries, Inc., 399 


F.2d 396 (C.A. 2, 1968), cert. denied, 393 U.S. 1015 
(1969). 
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Industries’ efforts to acquire GTC were ultimately 
successful. In 1970, we granted Industries’ 
application, necessitated by its affiliation with Fund, 
for an exemption from Section 17(a) of the Act with 
respect to its merger with GTC.5 However, applicant’s 
finder’s fee, negotiated by Talley and Michael 
Kimelman and approved by Industries’ board of 
directors, has never been paid. 


Section 17(e)(1) of the Act prohibits an affiliated 
person of a registered investment company, or an 
affiliated person of such person, “acting as agent, to 
accept from any source any compensation (other than 
a regular salary or wages from such registered 
company) for the purchase or sale of any property to 
or for such registered company. . . except... aS an 
underwriter or broker.” 


It is undisputed that applicant was neither an affili- 
ated person of a registered investment company nor 
an affiliated person of such a person. However, during 
the relevant period, Industries was an affiliated person 
of Fund, and Oscar Kimelman, an officer and director 
of Industries, was an affiliated person of Industries. 
Since Oscar Kimelman was subject to the prohibition 
of Section 17(e), we must examine the nature of his 
relationship with applicant. 


Being strictly a creature of statute, a limited partner- 
ship under New York law resembles a corporation 
more than it does an ordinary partnership.° The 
limited partner is in “a position analogous to that of a 
corporate shareholder,” and “may not interfere in any 
manner with the conduct or control of the partnership 
business.”” The relationship of principal and agent 
which exists between the partners of an ordinary 
partnership is not present between limited and general 
partners.8 





5See Talley Industries, Inc., 44 S.E.C. 165 (1970) and 
Investment Company Act Release No. 5977 (February 
10, 1970). 


SRuzicka v. Rager, 305 N.y. 191, 111 N.E.2d 878 
(1953); N.Y. Partnership Law, Art. 8 (McKinney’s 
Consol. Laws, c. 39, 1948). 


7Lichtyger v. Franchard Corporation, 18 N.Y.2d 528, 
223 N.E.2d 869, 873 (1966). 


8iynn v. Cohen, 359 F. Supp. 565, 567 (S.D.N.Y. 
1973). 





The administrative law judge found, and it is 
undisputed, that Oscar Kimelman never exercised any 
control over applicant’s affairs. And, except for some 
accounting work at applicant’s inception, he never 
performed any services for applicant. Thus we are 
unable to conclude that Oscar Kimelman should be 
equated with applicant for purposes of Section 17(e). 


Oscar has renounced any claim or entitlement to any 
portion of the proposed finder’s fee. But, even 
assuming that the economic benefit that would accrue 
to his limited partnership interest would be “compen- 
sation” within the meaning of Section 17(e),% it does 
not follow that payment of the fee would result in a 
violation of that section. The phrase “acting as agent” 
in Section 17(e) means acting in an agency capacity in 
a transaction involving an investment company. 0 The 
record does not show that Oscar ever acted in any 
such capacity. And the only agency relationship that 
applicant had with Fund was its performance of 
brokerage services in connection with Fund’s 
purchases of GTC stock. Applicant received the 
normal commissions for its services, and such 
compensation is specifically excepted from the 
coverage of Section 17(e). 


We conclude that applicant’s receipt of the proposed 
finder’s fee would not violate Section 17(e) of the 
Investment Company Act. Accordingly, we shall grant 
applicant’s motion, filed after its original application 
for an exemption, to dismiss these proceedings. 11 


An appropriate order will issue. 

By the Commission (Chairman WILLIAMS and 
Commissioners LOOMIS, EVANS, POLLACK and 
KARMEL). 


George A. Fitzsimmons 
Secretary 








9See Steadman Security Corporation, Securities 
Exchange Act Release No. 13695 (June 29, 1977), 12 
SEC Docket 1041, 1052 and n. 38, appeal pending sub 
nom. Steadman v. S.E.C. , No. 77-2415 (C.A. 5). 


10United States v. Deutsch, 451 F.2d 98, 111-112 
(C.A. 2, 1971), cert. denied, 404 U.S. 1019 (1972). 


11We do not reach the question of whether the law 
judge applied the proper standards in granting 
applicant’s alternative request for an exemption under 
Section 6(c) of the Act. 


INVESTMENT COMPANY ACT OF 1940 
Release No. 10595/February 22, 1979 


In the Matter of 

M. KIMELMAN & CO. 

20 Exchange Place 

New York, New York 

(812-4070) 

Admin. Proc. File No. 3-5225 
ORDER DISMISSING PROCEEDINGS 


On the basis of the Commission’s opinion issued this 
date, it is 


ORDERED that these proceedings be, and they hereby 
are, dismissed. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10596/February 22, 1979 


In the Matter of 


STATE MUTUAL LIFE ASSURANCE COMPANY 
OF AMERICA 

440 Lincoln Street 

Worcester, Massachusetts 01605 


(812-4407) 

- 
ORDER PURSUANT TO SECTION 17(d) OF THE ACT 
AND RULE 17d-1 THEREUNDER PERMITTING PRO- 
POSED ACQUISITION OF CERTAIN NOTES 


State Mutual Life Assurance Company of America 
(‘Applicant’), a mutual life insurance company 
organized under the laws of Massachusetts and 
investment adviser for State Mutual Securities, Inc. 
(‘Fund’), a registered closed-end investment 
company, filed an application on December 11, 1978, 
pursuant to Section 17(d) of the Investment Company 
Act of 1940 (“Act”) and Rule 17d-1 thereunder, for an 
order of the Commission permitting Applicant to 
acquire $1,500,000 in principal amount of a new issue 
of 10 1/8% Junior Subordinated Notes (“Notes”) due 
in 1994 of Northwest Acceptance Corporation. 
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On January 24, 1979 a notice was issued (Investment 
Company Act Release No. 10566) of the filing of said 
application. The notice gave interested persons an 
opportunity to request a hearing and stated that an 
order disposing of the application would be issued as 
of course, unless a hearing should be ordered. No 
request for a hearing has been filed, and the 
Commission has not ordered a hearing. 


The matter has been considered, and it is found, on 
the basis of the information stated in the application, 
that the proposed acquisition of Notes by Applicant is 
not disadvantageous to the Fund and is consistent 
with the provisions, policies, and purposes of the Act. 
Accordingly, 


IT IS ORDERED, pursuant to Section 17(d) of the Act 
and Rule 17d-1, that the proposed acquisition by 
Applicant of the Notes be, and hereby is, permitted, 
effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10597/February 22, 1979 


SEE 


SECURITIES ACT OF 1933 
Release No. 6027/February 22, 1979 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10598/February 22, 1979 


In the Matter of 


MASSACHUSETTS MUTUAL LIFE INSURANCE 
COMPANY 


and 


MASSMUTUAL CORPORATE INVESTORS, INC. 
1295 State Street 


Springfield, Massachusetts 01111 
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(812-4422) 


NOTICE OF FILING OF APPLICATION FOR ORDER 
PURSUANT TO SECTION 17(d) OF THE ACT AND 
RULE 17d-1 THEREUNDER. 


NOTICE IS HEREBY GIVEN that Massachusetts 
Mutual Life Insurance Company (“Insurance Com- 
pany”), a mutual life insurance company organized 
under the laws of the Commonwealth of Massa- 
chusetts, and MassMutual Corporate Investors, Inc. 
(“Fund”), registered under the Investment Company 
Act of 1940 (“Act”) as a closed-end, non-diversified, 
management investment company (hereinafter, the 
Insurance Company and the Fund are referred to 
collectively as “Applicants”), filed an application on 
January 15, 1979, and an amendment thereto on 
January 19, 1979, for an order of the Commission, 
pursuant to Section 17(d) of the Act and Rule 17d-1 
thereunder, permitting the Insurance Company to 
approve the proposed merger of Sonderling Broad- 
casting Corporation (“Sonderling”) into Viacom Inter- 
national Inc. (“Viacom”), which merger would, inter 
alia, involve the assumption by Viacom of $5,000,000 
in principal amount of Sonderling 9% Senior Notes 
due 1990 (“Sonderling Notes’), currently held by the 
Insurance Company. All interested persons are 
referred to the application on file with the 
Commission for a statement of the representations 
contained therein, which are summarized below. 


The application states that pursuant to an order of the 
Commission issued on August 19, 1971 (Investment 
Company Act Release No. 6690) (the “Order’), the 
Insurance Company, which acts as investment adviser 
to the Fund, is permitted to invest concurrently for its 
general account in each issue of securities purchased 
by the Fund at direct placement, and to exercise 
warrants, conversion privileges and other rights with 
respect to such securities at the same time as the 
Fund. The Order contains several conditions, 
including one condition which provides that neither 
the Insurance Company nor the Fund, unless other- 
wise permitted by order of the Commission, may 
acquire any further interest in an issuer or in any 
affiliated person of such issuer, or in securities issued 
by such issuer or any affiliatred person of such issuer, 
other than interests in all respects identical. 


The application states that the Insurance Company 
and the Fund each hold $1,312,500 principal amoun of 
Viacom 8-1/2% Senior Notes due 1992, and 
$5,500,000 in principal amount of Viacom 6% 
Convertible Subordinated Notes due 1992 (‘“Convert- 
ible Viacom Notes”), which are convertible into shares 
of Viacom common stock at $25 per share (these two 
types of notes are collectively referred to as “Jointly- 
Held Viacom Notes”). In addition, Applicants state 
that the Insurance Company holds $8,000,000 in 





principal amount of Viacom 8.90% Senior Notes due 
1997, and that the purchase of such notes was per- 
mitted by an order of the Commission pursuant to 
Section 17(d) of the Act and Rule 17d-1 thereunder 
(Investrnent Company Act Release No. 10044, 
December 7, 1977). Applicants state that neither the 
Insurance Company or any affiliated person of the 
Insurance Company, nor the Fund or any affiliated 
person of the Fund, own any securities of Viacom or 
Sonderling other than those described above. 


According to the application, the business of Viacom 
includes: distribution of television programs and 
feature films for television exhibition; cable television 
operations; pay television programming; and opera- 
tion of a television station serving the Connecticut 
area. The application also states that Sonderling, (1) 
operates radio and television stations in the upstate 
Newe York, New York City, Washington, D.C., 
Houston-Pasadena, Memphis, Oakland and Oak Park- 
Chicago areas, and (2) operates motion picture 
theaters in the Chicago area. Applicants state that 
Sonderling proposes to transfer (“Split-Off”) to two 
wholly-owned subsidiaries its motion picture 
operations and the radio stations serving the Oak 
Park-Chicago area and that, prior to the proposed 
merger, Sonderling’s shares of these subsidiaries will 
be transferred to Egmont Sonderling and Roy Sonder- 
ling in exchange for the Sonderling shares they now 
own. Following the Split-Off, Sonderling proposes to 
merge the remainder of its operations into Viacom. 
According to the application, Viacom will be the 
Surviving corporation of the proposed merger, and 
under the terms of the merger will assume the 
Sonderling Notes. According to the application, under 
the terms of the Sonderling Notes, the proposed 
merger requires the approval of the Insurance Com- 
pany. The application states that the approval of the 
merger by the Fund is not required by the terms of the 
Jointly-Held Viacom Notes. 


Applicants state that the approval by the Insurance 


Company of the proposed merger, and the 
assumption of the Sonderling Notes by Viacom con- 
comitant with the proposed merger, would result in an 
acquisition by the Insurance Company of a further 
interest in Viacom, which would, unless permitted by 
order of the Commission, violate the condition of the 
Order which prohibits the Insurance Company and the 
Fund from acquiring any further interests in securities 
of a jointly-held issuer, other than interests identical 
in all respects. Applicants assert that, although the 
Sonderling Notes to be assumed by Viacom are not an 
appropriate investment for the Fund, unless the 
requested relief is granted, the Insurance Company 
will be unable to consent to the proposed merger of 
Sonderling into Viacom. 


Section 17(d) of the Act and Rule 17d-1 thereunder, 
taken together, provide, in part, that it is unlawful for 
an affiliated person of a registered investment com- 
pany, acting as principal, to effect any transaction in 
which such investment company is a joint participant, 
without the permission of the Commission. Rule 
17d-1 provides, in part, that in passing upon appli- 
cations for orders granting such permission, the 
Commission will consider (1) whether the partici- 
pation of the investment company in such transaction 
on the basis proposed is consistent with the pro- 
visions, policies and purposes of the Act, and (2) the 
extent to which such participation is on a basis 
different from or less advantageous than that of other 
participants. 


Applicants submit that the policies of the Fund 
specify that the principal investments of the Fund will 
be long-term obligations and, occasionally, preferred 
stocks, purchased directly from issuers, which obli- 
gations or preferred stocks have equity features such 
as accompanying shares of common stock, rights to 
acquire common stock, or rights to convert into 
common stock. According to the application, the 
Sonderling Notes have never had, and upon 
assumption by Viacom will not have, any 
accompanying equity features, and would not be 
within the investment policies of the Fund. The appli- 
cation further states that the assumption of the 
Sonderling Notes does not involve a new investment 
by the Insurance Company, and that the Fund does 
not hold any Sonderling Notes which could be 
assumed by Viacom pursuant to the proposed merger 
agreement. According to the application, in the judg- 
ment of the Insurance Company, the Sonderling Notes 
to be assumed by Viacom continue to be an attractive 
investment, and it would like to consent to the pro- 
posed merger and the concomitant assumption of the 
Sonderling Notes by Viacom. In addition, the appli- 
cation states that at a meeting held on January 18, 
1979, the Fund’s Board of Directors adopted a 
resolution consenting to the assumption of the 
Sonderling Notes by Viacom. 


Applicants state that the Convertible Viacom Notes 
held by the Fund and the Insurance Company will be 
subordinate to the Sonderling Notes to be assumed 
by Viacom. The application states, however, that, in 
the opinion of the Insurance Company, if it does not 
consent to the proposed merger and the concomitant 
assumption of the Sonderling Notes by Viacom, 
Viacom would cause the prepayment of the 
Sonderling Notes, and issue new senior debt in an 
amount similar to the amount of the Sonderling Notes 
retired. Applicants state that such new senior debt 
would be senior to the Convertible Viacom Notes, and 
that, due to changes in interest rates, such new senior 
debt could be on terms less favorable to Viacom than 
the Sonderling Notes. 
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Applicants state that when the Jointly-Held Viacom 
Notes were purchased in 1972, the Insurance 
Company did not anticipate the proposed merger and 
the resulting assumption of the Sonderling Notes by 
Viacom, and that the purchase of the Jointly-Held 
Viacom Notes, the proposed merger and the 
assumption of the Sonderling Notes by Viacom, are 
independent transactions, except to the extent that 
the Insurance Company established relationships with 
Viacom when it purchased the Jointly-Held Notes, 
and with Sonderling in 1968, when it purchased the 
Sonderling Notes. 


Applicants submit that the continuing investment by 
the Insurance Company in the Sonderling Notes to be 
assumed by Viacom would not be less advantageous 
to the Fund than to the Insurance Company and would 
be consistent with the provisions, policies and pur- 
poses of the Act. According to the application, the 
Sonderling Notes to be assumed by Viacom would be 
contrary to the Fund’s stated investment policy, and 
the Insurance Company states that it would be dis- 
advantaged if it is not permitted to consent to the 
merger and the resulting assumption by Viacom of the 
Sonderling Notes. Applicants state that the purpose 
of the application is to avoid the disadvantage to the 
Insurance Company which might occur if the 
requested relief is not granted. 


Applicants state that: (1) they are not at this time 
seeking an order respecting any subsequent sale or 
conversion of the Jointly-Held Viacom Notes by the 
Insurance Company or the Fund; (2) under the terms 
of the Order, if either the Insurance Company or the 
Fund is to exercise its conversion rights with respect 
to the Convertible Viacom Notes, both must exercise 
such rights at the same time and in the same amount; 
and (3) under the terms of the Order, if the Jointly- 
Held Viacom Notes are to be sold or disposed of, 
such sale or disposition must be made by the Fund 
and the Insurance Company at the same time, in the 
same amount and at the same unit consideration. The 
application states that the Order prevents conversion 
of the Convertible Viacom Notes into Viacom common 
shares at a time when the Insurance Company holds 
securities of Viacom not in all respects identical to 
the securities of Viacom held by the Fund. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than March 15, 1979, at 5:30 
p.m., submit to the Commission in writing a request 
for a hearing on the matter accompanied by a state- 
ment as to the nature of his interest, the reason for 
such request, and the issues, if any, of fact or law 
proposed to be controverted, or he may request that 
he be notified if the Commission shall order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of 
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such request shall be served personally or by mail 
upon Applicants at the address stated above. Proof of 
such service (by affidavit or, in the case of an attorney 
at law, be certificate) shall be filed contemporaneously 
with the request. As provided by Rule 0-5 of the Rules 
and Regulations promulgated under the Act, an order 
disposing of the application will be issued as of 
course following said date unless the Commission 
thereafter orders a hearing upon request or upon the 
Commission’s own motion. Persons who request a 
hearing, or advice as to whether a hearing is ordered, 
will receive any notices and orders issued in this 
matter, including the date of the hearing (if ordered) 
and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








LITIGATION 





Litigation Release No. 8672/February 16, 1979 


UNITED STATES OF AMERICA EX REL. SECURITIES 
AND EXCHANGE COMMISSION v. GERALD GREEN- 
SPAN, 78 Cr. Misc. #1 (Page 41)(EW)(S.D.N.Y.) 


William D. Moran, Administrator of the New York 
Regional Office of the Securities and Exchange 
Commission, announced that on January 26, 1979, 
after a three day trial, the Honorable Edward Weinfeld 
of the United States District Court for the Southern 
District of New York, found Gerald Greenspan, a 
resident of Brooklyn, New Yor, guilty of criminal con- 
tempt in that he wilfully and intentionally violated two 
orders of permanent injunction. The first order, 
entered against Greenspan by the court on November 
10, 1960 in SEC v. Gerald Greenspan (60 Civil 4170), 
enjoined him from violating Section 10(b) of the 
Securities Exchange Act of 1934 (‘Exchange Act”) and 
Rule 10b-5 thereunder (see Litigation Release No. 
1832). The second order was entered on July 8, 1975 
in SEC v. Gerald Greenspan a/k/a Jay Greene (75 Civil 
2826) and enjoined Greenspand from violating 
Sections 9(a)(1), 9(a)(2) and 10(b) of the Exchange Act 
and Rule 10b-5 thereunder (see Litigation Release No. 
7008). 


The court found that, from July, 1977 through 
December, 1977, Greenspan, at times acting alone 
and at times acting in concert with Neal Bocian of 





Swampscott, Massachusetts, violated the anti-fraud 
and anti-manipulative provisions of the Exchange Act 
by engaging in a scheme to manipulate the American 
Stock Exchange trading market for the common stock 
of Family Record Plan, Inc. (“FRP”) in order to create 
a false and misleading appearance of actual or 
apparent trading in the stock and in order to induce 
purchases by others of the stock at inflated prices. In 
this regard, Greenspan was found to have engaged in 
“wash sales”. 


The court also found, inter alia, that in furtherance of 
this scheme, Greenspan purchased in excess of 
45,000 shares of FRP stock without any intention to 
pay for his purchases and tendered 25 checks, 
totalling in excess of $100,000, in payment for his 
purchases, which checks he knew were drawn on non- 
existent accounts or would be returned for insufficient 
funds. (See Litigation Release Nos. 8622 and 8666). 





Litigation Release No. 8673/February 21, 1979 


SECURITIES AND EXCHANGE COMMISSION v. BOC 
INTERNATIONAL LIMITED AND BOC FINANCIAL 
CORPORATION (S.D.N.Y., 79 Civ. 0888) 


The Securities and Exchange Commission announced 
today the filing of a civil injunctive action, in the 
United States District Court for the Southern District 
of New York, against BOC International Limited 
(“BOD LTD.”) a United Kingdom corporation head- 
quartered in London, England, and its wholly-owned 
subsidiary, BOC Financial Corporation (“BOCF”), a 
Delaware corporation. The defendants are charged 
with violations of the tender offer provisions 
(Sections 14(d) and 14(e)) and other reporting 
provisions (Section 13(d)) of the Securities Exchange 
Act of 1934. The Commission’s allegations deal with 
the events during and after BOCF’s January 1978 
tender offer for shares of common stock of Airco, Inc. 
(‘Airco’), then listed on the New York Stock 
Exchange. Simultaneously with the filing of the 
Complaint, the defendants, without admitting or 
denying the Commission’s allegations, entered into a 
settlement with the Commission. 


1. The January 1978 tender offer. 


According to the Commission’s Complaint, BOC LTD. 
and Airco agreed in July 1973 that, for a period of five 
years, neither would make a tender offer for the 
other’s stock without the consent of the other’s board 
of directors. Later in 1973, BOCF acquired 34% of 
Airco’s common stock (4 billion shares) pursuant to a 
cash tender offer. In the fall of 1977, BOC arranged a 


$400 million line of credit, sufficient to acquire all of 
the outstanding shares of Airco at $45 per share. BOC 
announced, on November 22, 1977, its intention to 
seek Airco’s approval for a BOC tender offer for an 
additional 15% of Airco’s common stock at $40 per 
share. Later in November 1977, Airco’s investment 
banker, Dillon, Read & Co. (“Dillon Read”) informed 
BOC’s investment banker, Lazard Freres & Co. 
(“Lazard”), that, in Dillon Read’s opinion. a fair price 
for all of Airco’s stock would be $50 to $55 per share. 
The Dillon Read opinion was repeated to BOC 
representatives on the Airco board on December 9, 
1977. 


On that date, BOC and Airco agreed that BOC could 
make a cash tender offer for an additional 15% of 
Airco’s common stock (up to a total of 49%) at $43 
per share; that, for five years, unless BOC would 
agree to buy all Airco’s remaining shares at a price 
determined by Airco’s independent directors, the only 
other purchases BOC could make would be to 
increase its stock from 49% to 55%, and then only for 
“compelling reasons”. 


BOCF conducted its tender offer for an additional 
15% (1.8 million shares) or Airco between January 3, 
1978 and January 23, 1978. BOC’s tender offer 
materials stated that BOC intended to purchase 1.8 
million shares. No disclosure was made that BOC 
might seek to acquire more Airco shares. Prior to 
and during the tender offer, BOC was advised by 
Dillon Read and Lazard that the tender offer would 
likely result in a substantial oversubscription of Airco 
shares (the tendering of more than 1.8 million shares), 
resulting in BOC’s purchasing only a portion of each 
person’s tendered shares. During the tender offer, 
Aircoi traded on the New York Stock Exchange at 
between $32-3/8 and $35-3/8, indicating the general 
expectation of a substantial oversubscription. 


During the tender offer, BOC officials, after consulta- 
tion with Lazard, gave repeated consideration to 
making a tender offer for the remainder of the Airco 
shares, in light of the expected substantial over- 
subscription of the tender offer, but made no final 
decision until the offer expired and an adequate count 
of shares tendered was available. The day after the 
tender expired, after confirming that over 6 million 
shares had been tendered, BOC announced a tender 
offer, subject to the Airco board’s approval, for all 
remaining shares at $43 per share. Airco’s board dis- 
approved the offer, calling the price ‘grossly 
inadequate”, and BOC announced that it would with- 
draw the offer. Shortly thereafter, Airco sued BOC to 
rescind the tender offer. 


The Commission alleged that, in connection with the 
tender offer, BOC violated the tender offer anti-fraud 
provisions of the securities laws in that BOC’s tender 
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offer materials failed to disclose: That the purpose of 
the portion of BOC’s $400 million loan facility not 
needed to acquire 1.8 million Airco shares was to 
acquire additional shares; that BOC’s fee arrangement 
with Lazard included an additional $1.5 million fee if 
BOC acquired 100% of Airco; and that Dillon Read 
had opined that a fair price for all of Airco’s shares 
was $50-$55 per share. The Commission also alleged 
that there was sufficient likelihood of BOC’s seeking 
to acquire all or substantially all of Airco’s issued and 
outstanding shares of common stock to require dis- 
closure of that fact and that Dillon Read had opined 
that a fair price for all of Airco’s shares was $50-55 per 
share in an amended tender offer filing with the 
Commission. 


2. Later Developments. 


On March 29 and 30, 1978, BOC, after publicly 
invoking the “compelling reasons” clause allowing it 
to acquire an additional 6% of Airco, made such 
purchases. These purchases followed Airco’s 
announcement of negotiations with a third company 
to acquire Airco. These BOC purchases were designed 
to frustrate any competing offer for Airco and to avoid 
entering a bidding contest for Airco. It was announced 
on March 30, 1978 that Airco had entered into an 
agreement in principle for a takeover of Airco by Marin 
Marietta Corporation at $50 per share. On April 3, 
1978, BOC announced, as Airco’s majority share- 
holder, changes in Airco’s bylaws designed to prevent 
board considerations of the Martin Marietta 
agreement. The Commission’s Complaint alleged that 
BOC failed to amend its Schedule 13D (statement with 
respect to its holding of Airco shares) on a timely 
basis with respect to these developments, and, when 
it did so, failed to disclose the purpose of its 
acquisitions and subsequent actions. 


Airco and BOC announced a settlement of their action 
on April 7, 1978, three days after the Commission 
commenced its formal investigation in this matter. 
Pursuant to the agreement, BOC offered an additional 
$7 to all those who tendered their shares (at $43) in 
the January tender offer, and agreed to make a $50 
tender offer for all remaining Airco shares. No such 
offer was made to those who sold Airco shares on the 
New York Stock Exchange. 


3. The Settlement. 


Pursuant to the settlement of the Commission’s 
Action, BOC has agreed to pay up to $2.75 million to 
sellers of Airco stock between November 23, 1977 and 
January 23, 1978, and January 30, 1978 through 
February 2, 1978, for a specified period of time and to 
keep open the $7 offer to Airco shareholders who 
tendered shares of Airco’s common stock to BOC 
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during BOC’s January 1978 tender offer, in settlement 
of various private damage actions filed in the United 
States District Court for the Southern District of New 
York (78 Civ. 348 and 78 Civ. 1731) and the United 
States District Court for the District of Delaware (Civil 
Action Nos. 78-132, 78-292, 78-293 and 78-294) on 
behalf of such purchasers. BOC also agrees to comply 
with various terms of the tender-offer and reporting 
provisions of the federal securities laws, under the 
continuing jurisdiction of the federal court. 


On February 21, 1979, Judge Laurence W. Pierce of 
the United States District Court (S.D.N.Y.) signed the 
Final Order, Consent and Undertaking. 





Litigation Release No. 8674/February 22, 1979 


UNITED STATES OF AMERICA v. RICHARD T. 
SCHINDLER, ET AL. (C.D. Cal. CR. 79-0023) 


Leonard H. Rossen, Administrator of the Commis- 
sion’s Los Angeles Regional Office, and Andrea 


Sheridan Ordin, United States Attorney for the Central 
District of California announced today that on January 


11, 1979 a federai Grand Jury in Los Angeles 
California returned a 21 count indictment charging 
Richard T. Schindler of Honolulu, Hawaii, John T. 
Bridston of Ventura, California, Patty Molgaard, Larry 
Molgaard and Barbara Smith of Thousand Oaks, 
California and Dennis Wayne Meredit of Los Angeles 
with various violations of federal law including 
charges of false declarations before the Securities and 
Exchange Commission by Patty and Larry Molgaard, 
the indictment alleged that these six persons were 
affiliated with investment programs based originally in 
Newhall, California and later moved off shore to St. 
Vincent West Indies which defrauded at least 1,000 
investors of approximately $12 million. 


The indictment charged Schindler with violations of 
the mail fraud and wire fraud statutes and the statute 
prohibiting interstate transportation of money taken 
by fraud. According to the indictment, under the 
terms of his investment program, Schindler originally 
offered prospective investors the opportunity to earn 
returns ofn their investment ranging from 90% to 
300% per annum on a minimum cash investment of 
$1,000. Schindler allegedly explained to investors that 
he could pay such large returns by purchasing 
properties and distressed goods from bankrupt 
companies and later reselling them at large profits. 
The indictment charged that Schindler did not 
purchase such properties or distressed goods but 





rather misappropriate the investors’ money for his 
own use, benefit, and gain. 


The indictment also charged that after the Securities 
and Exchange Commission had conducted an investi- 
gation in 1977 into Schindler’s investment program 
and had warned him that future solicitation of monies 
from investors would subject him to possible enforce- 
ment action Schindler, along with other defendants, 
formed two so-called banks in St. Vincent, West 
Indies. The indictment charged that these two banks 
were established to circumvent and evade the 
Commission’s investigation of the Schindler invest- 
ment program and to purportedly transfer the 
operation of the investment program to independent 
parties. 


The indictment alleged other violations by the 
defendants including charges that Patty and Larry 
Molgaard, directors of these so-called banks in the 
West Indies, conspired to obstruct and impede the 
Grand Jury investigation in this matter by withholding 
and concealing relevant information from the Grand 
Jury and perjured themselves before the Commission 
in connection with its investigation of this matter. 


The indictment followed a civil injunctive action 
brought by the Commission in Los Angeles on August 
29, 1978 alleging violations of the registration and 
anti-fraud provisions of the federal securities laws. On 
October 16, 1978 the Honorable Albert Lee Stephens, 
Jr., Chief Judge of the U.S. District Court, 
preliminarily enjoined defendants Patty and Larry 
Molgaard and John T. Bridston and temporarily 
restrained Schindler from engaging in acts and 
practices which would violate and aid and abet vio- 
lations of such provisions. On December 12, 1978 
Chief Judge Stephens entered permanent injunctions 
by default against Schindler and defendant Western 
Fidelity Bank and Trust Company of Kingston, St. 
Vincent in the West Indies and he also entered 
permanent injunctions by consent against Patty and 
Larry Molgaard and defendant Robert C. Head of 
Honolulu, Hawaii. 


For further information, see Litigation Release No. 
8536. 
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